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1C-10098 Amendment delegating authority to 
the Director of the Division of Invest- 
ment Management to notify regis- 
tered management investment com- 
panies that the Commission intends to 
disclose, in response to Freedom of 
Information Act requests certain in- 
formation in Part I! of Annual Reports 
classified as non-public. 


Interpretation describing the dis- 
closure believed appropriate by the 
Commission staff in the notes to fin- 
ancial statements concerning ex- 
pected future costs of storing spent 
nuclear fuel and of decommissioning 
nuclear electric generating plants. 


RULES 


The following rules relate to self-regulatory 
organization rule proposals and/or adoptions. 
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SECURITIES ACT OF 1933 








SIGNIFICANT ITEMS 
ANNOUNCEMENTS 








33-5899 Amendment to Statement of Policy 
governing mutual fund sales litera- 
ture to eliminate the ten-year limita- 
tion on the period that can be por- 
trayed in certain total return charts 


and tables. 





SECURITIES ACT OF 1933 
Release No. 5898/ January 18, 1978 


SECURITIES EXCHANGE ACT OF 1934 
Release No. 14388/ January 18, 1978 


ACCOUNTING SERIES 
Release No. 240/ January 18, 1978 


Administrative Proceeding File No. 3-4574 
In the Matter of 
Thomas R. Mathews 
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ORDER GRANTING ACCOUNTANT’S APPLICATION 
FOR REINSTATEMENT TO PRACTICE BEFORE 
THE COMMISSION 


Upon consideration of the application of Thomas R. 
Mathews, a certified public accountant, for 
reinstatement of his privilege of appearing and 
practicing before the Commission, and it appearing 
that Mathews has complied with the conditions 
governing readmission to practice set forth in the 
Commission’s order suspending him from practice,’ it 
is hereby 


ORDERED that Thomas R. Mathews is reinstated to 
practice before the Commission as an accountant. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





SECURITIES ACT OF 1933 
Release No. 5899/ January 18, 1978 


INVESTMENT COMPANY ACT OF 1940 
Release No. 10096/ January 18, 1978 


File No. S7-537 
Sales Literature For Mutual Funds 
AGENCY: Securities and Exchange Commission. 


ACTION: Amendment to Statement of Policy. 


SUMMARY: The Commission amends its Statement of 
Policy governing mutual fund sales literature to 
eliminate the ten-year limitation on the period that can 
be portrayed in certain total return charts and tables; 
to eliminate the required use, in most instances, of a 
certain total return chart; and to make certain 
technical modifications to the total return charts and 
tables. In addition, the Commission gives notice that it 
has decided against imposing a general ten-year 
limitation on the period of time which can be portrayed 
in charts and tables approved by the Statement of 
Policy and has also decided against requiring that a 
certain chart accompany the use of all other charts in 
the Statement. These actions were taken, primarily, to 





‘See Securities Act Release 5628-A, 8 SEC Docket 522, 
523 (November 24, 1975). 
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settle several issues on which public comment had 
been requested. 


EFFECTIVE DATE OF AMENDMENT: January 10, 
1978. 


FOR FURTHER INFORMATION: Gene A. Gohlke, 
Division of Investment Management, Securities and 
Exchange Commission, 500 North Capitol Street, 
Washington, D.C. 20549 (202-755-1815). 


SUPPLEMENTARY INFORMATION: The Securities 
and Exchange Commission ‘today announced the 
adoption of an amendment to its Statement of Policy 
(‘‘Statement’’) (Statement of Policy adopted by the 
Commission August 11, 1950, and amended January 
31, 1955; November 5, 1957; May 19, 1975; and 
September 1, 1977 ({15 FR 5469 as amended 20 FR 
793; 22 FR 8977; 40 FR 21711; and 42 FR 45291)) 
governing sales literature of investment companies. 
The amendment eliminates the ten-year limitation on 
the presentation of investment results on a total return 
basis in Sample Charts E,F, and G and Sample Table 
5; eliminates the required use of Sample Chart E with 
Sample Chart G; and makes certain modifications to 
the information presented in Sample Charts E and F 
and Sample Table 5. In addition and as a result of the 
comments received in response to the request for 
comments contained in Release No. 33-5862 and 
1C-9916 (42 FR 45291) the Commission has decided nc 

to impose a ten-year limitation on the period of time 
that can be portrayed in Sample Charts A, B, C, and D 
and Sample Tabies 1, 2, 3, and 4 and not to require 
the use of Sample Chart E whenever one or more of 
Sample Charts A, B, C or D are used. 


Adoption of the Total Return Charts and Tables and 
Request for Comments 


In Release No. 33-5862 and IC-9916 the Commission 
amended the Statement by adopting three new charts, 
Sample Charts E, F, and G and a new table, Sample 
Table 5, all of which portrayed fund results on a total 
return basis (assumed reinvestment of income 
dividends and capital gains distributions). Among the 
requirements established for these charts and tables in 
order to make them not misleading were that the 
period portrayed was to be limited to the most recent 
ten years or life of the fund if shorter and that Sample 
Chart E was to accompany all presentations of Sample 
Charts F and G. 


The period portrayed was limited to the most recent 
ten years because it was believed that the average, 
noninstitutional investor does not maintain an 
investment in a fund for more than ten years and that 
the management and economic environment th 

existed more than a decade ago may not be relevant tv 





an investor considering an investment in a fund today. 
Because the most recent ten years was considered to 
be the longest period of time that could be portrayed 
in total return charts without making them misleading, 
the Commission decided that a ten-year limit would 
also be appropriate for other sample charts and tables 
approved by the Statement.’ However, before 
imposing this limitation, the Commission decided to 
ask for public comment. If a ten-year limitation were 
to be imposed on all approved charts and tables, the 
Commission realized that there may be circumstances 
in which the portrayal of periods in excess of ten 
would not be misleading. Therefore, the Commission 
also requested comments on how best to deal with 
such exceptional circumstances. 


A further requirement for the use of total return charts 
is that Sample Chart E must be used in every piece of 
sales literature which contains any other total return 
chart. Thus, Sample Chart E must accompany Sample 
Charts F and G whenever they are used. The 
Commission also considered requiring the use of 
Sample Chart E whenever any chart approved by the 
Statement was used in order to attain some degree of 
comparability among funds as well as to avoid 
circumstances in which funds would use total return 
charts only when the results appear favorable and 
revert to other charts when total return results are not 
favorable. Before imposing such a requirement, the 
Commission requested comments from the public on 
the required use of Sample Chart E whenever any 
other chart was used in sales literature. 


Comments on the above questions have been received. 
In regard to a ten-year limitation, all of the comments 
were opposed to any period limitation other than the 
life of the fund. The following reasons were among 
those given for believing that a time-period limitation 
was inappropriate: 


1. The average period during which an investor holds 
funds shares is very difficult to calculate and varies 
greatly among funds having different investment 
objectives. 


2. Even if the average holding period were ten-years, 
there are many investors who own shares for longer 
periods and they should be able to see how their fund 
performed during such longer periods of time. 


3. A great emphasis on a ten-year period might give 
unsophisticated investors the idea that performance 





‘Such charts and tables can portray periods of time up 
to the life of the fund provided that periods in excess 
of ten years (the minimum amount of time that can be 
portrayed) are in multiples of five years. 


during the most recent ten-years was in some way 
predictive of future results. 


4. Because the investment and economic environ- 
ments are changing continually, the most recent ten 
years appears to have no more or less relevance to the 
future than any other ten-year period and the record of 
results over a number of ten-year periods can be 
potentially valuable. 


In regard to the proposal to require the use of Sample 
Chart E with all other charts and tables, all writers 
providing comments were opposed to such a 
requirement for a variety of reasons. Several ot the 
reasons given were as follows; 


1. The total return charts are complex and may result 
in investor confusion if they are used in conjunction 
with non-total return charts; 


2. Total return charts may not be appropriate for all 
types of funds; 


3. The additional cost of including a total return chart 
in every piece of sales literature that contains any 
other chart may result in a lesser use of charts to the 
detriment of investors; and 


4. Registrants shou:d have the option of using the 
total return charts in situations where they appear 
appropriate. 


Based upon the comments received as well as the 
Commission’s further consideration of the issues 
involved, the following decisions and amendments to 
the Statement have been made. 


No Change in Current Statement Time Period Require- 
ments for Non-total Return Charts and Tables 


The Commission has determined that charts and 
tables are not misleading which portray investment 
results for periods of a minimum of the most recent 
ten years (unless the life of the fund is shorter) and a 
maximum of the life of the fund with periods in excess 
of ten years but less than the life of the fund shown in 
multiples of five years. Consequently, for Sample 
Charts A, B, C and D and Sample Tables 1, 2, 3 and 4, 
the current time period requirements of the Statement 
remain unchanged. 


The language of the Statement pertaining to Sample 
Charts E, F, and G, Sample Table 5 and total return 
successive period tables is amended to allow such 
charts and tables to portray fund results for a 
minimum of the most recent ten years (unless the life 
of the fund is shorter) and for a maximum of the life of 
the fund so long as periods in excess of ten years but 
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less than the life of the fund are in multiples of five 
years. (For a further explanation, see the appendix). 


Required use of Sample Chart E 


The Commission has determined that Sample Chart E 
need not accompany any of the Sample Charts in the 
Statement except Sample Chart F. Thus, Sample 
Charts A, B, C, D and G can be presented without also 
using Sample Chart E. However, Sample Chart E must 
accompany Sample Chart F in the same piece of sales 
literature as is currently required by the Statement. In 
order to avoid duplication if both Sample Charts E and 
F are used, the Statement is amended so that the 
percentages tabulated at the base of Sample Chart E 
can be eliminated because these same percentages are 
also shown on Sample Chart F. 


Even though the Commission has determined that 
Sample Chart E need not accompany most other charts 
illustrated in the Statement, the Commission 
recognizes that the staff may require that Sample 
Chart E accompany certain novel presentations of 
investment results approved under the interpretive 
letter procedure which was added to the Statement in 
the recent amendment. 


Modifications of Total Return Charts and Tables 


While not requested in the Release, several 
commentators suggested certain technical modifica- 
tions to the total return charts and tables which would 
appear to make the tables more useful and provide 
sufficient information to enable readers to make 
certain rate of return calculations. The Commission 
has considered these suggestions and amends the 
charts and tables in the following manner. 


1. The year-by-year summary of results in dollars at 
the base of Sample Chart E is expanded so as to show 
the following amounts: 


a. The actual amount of dividends paid during each 
year assuming that all such dividends are reinvested 
in fund shares. 


b. The actual amount of capital gains distributions 
paid during each year assuming that all such 
distributions are reinvested in fund shares. 


In addition to these two sets of numbers, the dollar 
summary at the base of Sample Chart E will continue 
to show, for the end of each year, the value of the 
investment on a total return basis and the value of the 
investment assuming dividends were taken in cash. 
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2. The heading of the ten year average column on 
Sample Chart E is changed to read: ‘‘10 Year Average 
Compound Rate of Return.’’ Several numbers in this 
column on both Sample Charts E and F were changed 
to correct a computational error. The appendix to this 
Release contains a new section which explains in some 
detail how the compound rate of return calculations 
should be made. 


3. A footnote is added on both Sample Charts E and F 
in order to explain more fully that the last line of 
percentages reflecting fund expenses is provided for 
informational purposes only, that the income return 
already reflects fund expenses, and that the expense 
percentages should not be subtracted from any other 
number on the charts. 


4. The explanation of Chart E is modified to provide 
that if Sample Chart F is also used, the percentages 
tabulated at the base of Chart E can be omitted 
because these same percentages are tabulated at the 
base of Chart F. 


5. In order to make the total return charts and tables 
illustrated in the Statement internally consistent, the 
paragraph describing the 7 %% sales charge on 
reinvested dividends in Sample Table 5 has been 
eliminated. If a fund does, however, impose a sales 
charge on reinvested dividends, a paragraph 
describing the reinvestment sales charge must be 
included in Sample Table 5. 


For additional details on the above five points, see the 
appendix. 


Staff Consideration Of Comments Concerning After- 
Tax Rates of Return 


The compound average returns shown on Sample 
Charts E and F were calculated before deducting any 
income taxes that may be payable on the dividends 
and distributions paid and capital gains realized. 
Footnote one to the charts expresses this fact. One 
commentator noted that, in effect, the results shown 
could be attained only by a tax-free entity. The writer 


also noted that with the recent introduction of 
municipal bond and index funds there can be 
significantly different tax implications to the individual 
as between different funds. To show such differences 
he suggested that one or two tax rates, such as 20% 
and 50%, be used to compute what the after-tax 
compound rate of return would be for the sample 
investment illustrated after giving appropriate 
consideration to the time value of all of the investor’s 
cash inflows and outflows resulting from the 
investmert. The staff intends to consider the writer’s 
suggestion during its review of the entire Statement as 





announced in Release IC-9931 dated September 14, 
1977. 


Responsibility of Users of Charts 


Sample Charts E, F, and G, approved for use by the 
Commission’s amendment to the Statement on 
September 1, 1977 (and modified in the amendment 
adopted herewith), should be considered experimental 
and subject to review by the Commission and its staff. 
Accordingly, the Commission may, if experience with 
their use so warrants, modify the requirements for the 
use of these charts or eliminate them from the 
Statement? Further, users of these charts as well as 
other charts approved by the Statement are reminded 
that their responsibility is not discharged merely by 
complying with the technical requirements for 
construction of the charts. Paragraph (j) of the 
Statement includes the statement that ‘‘Charts or 
tables which conform to the ‘Approved Charts and 
Tables’. . . will not be regarded by the Commission as 
false and misleading in the absence of facts or 
circumstances which make such charts or tables or 
their use in fact false and misleading in a particular 
use.’’ (Emphasis supplied.) Users are cautioned that 
such facts and circumstances could include, among 
other things, a change of an investment adviser, a 
material change in investment objectives or policies, a 
very substantial change in the size of the fund over a 
very brief period of time, or a material change in 
performance occurring subsequent to the period 
covered by the chart. Depending on the particular 
case, a user might be required, in order to make the 
use of a chart not misleading, to add explanatory notes 
or text to the chart, to limit the period covered by the 
chart, or to discontinue the use of the chart altogether. 


By the Commission. 


George A. Fitzsimmons 
Secretary 








Attention is also directed to the Commission’s 
Release 33-5864, IC-9931 (42 FR 47563) of September 
14, 1977 announcing a general reconsideration of the 
entire statement. Such reconsideration may, of course, 
include the entire area of approved charts and tables 
included in the Statement. 


APPENDIX 


AMENDMENT TO THE STATEMENT OF POLICY 


* * * * * 


ain 
7) Cia 


(i) The period covered by the charts should be a 
minimum of the most recent ten years or life of the 
fund if shorter and a maximum of the life of the fund 
provided that periods in excess of ten years but less 
than the life of the fund are in multiples of five years. 


* * * 


(viii) * * * 


A. The growth of the investment in dollars on a total 
return basis showing both the growth due to net 
investment income (after fund expenses) and the 
growth due to capital appreciation, plotted on a 
semi-logarithmic scale on an annual fund-price-high to 
fund-price-low basis. 


* 


D. A year-by-year tabular summary of results in 
dollars, showing: 


a) The actual amount of dividends paid during each 
year assuming all such dividends and capital gains 
distributions are reinvested; 


b) The actual amount of capital gains distributions 
paid during each year assuming all such distributions 
and dividends are reinvested; 


c) The value of the investment at the end of each year 
on a total return basis; and 


d) The value of the investment at the end of each year 
assuming dividends are taken in cash. 


E. A year-by-year and a period average tabular 
summary of results in percentages disclosing: 


a. The year-by-year total return and the average, 
annually compounded total return after expense 
deductions for the period shown expressed as the sum 
of the returns due to net investment income before 
deduction of any sales charges on reinvested dividends 
and capital appreciation before deduction of any initial 
sales charge and any withdrawal charge; 


* * * 
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d. The effect of any withdrawal charge on the final 
year’s total return; 


e. The effect of any sales and/or withdrawal charges 
on the compound average total return; 


f. The annual return and the compound average total 
return after deduction of all sales charges; and 


g. The fund expenses applicable to the investment 
expressed as a percentage. By appropriate markings 
and footnote it should be made clear that the expense 
percentages are for information only, that the income 
return already reflects fund expenses, and that the 
expense percentage is not to be subtracted from any 
other figure. 


(ix) The annual and the compound average annual rate 
of total return on a single investment of $10,000 in a 
mutual fund may be portrayed on a semi-logarithmic 
chart substantially similar to Chart F which contains 
the following information: 


A. A bar graph presentation of the total returns after 
sales charges and expense deductions for each year 
portrayed, side-by-side with the value on a total return 
basis, of an appropriate index. The use of a 
comparative index is optional. If an index is used, it 
should comply with the guidelines enumerated in 
paragraph (viii) C of this section. If indices are used in 
both Sample Charts E and F, the same index must be 
used on both charts. 


B. A bar graph presentation of the average (for the 
period covered by the chart) annually compounded 
total return expressed as the sum of the average 
compound return due to capital appreciation and the 
average compound return due to investment income, 
indicating the effects of fund expenses and any sales 
charges on the initial investment and reinvested 
dividends (and any withdrawal charge) on the average 
compound return and highlighting the return after 
expenses and after the sales (and/or withdrawal) 
charges. 


(x) If Sample Chart F is used, it should be 
accompanied in the same piece of literature by Sample 
Chart E. If Sample Charts E and F are both used, the 
percentages tabulated at the base of Sample Chart E 
may be omitted because the indentical percentages are 
tabulated at the base of Sample Chart F. 


* * * 
(xi) set 
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C. Actual Investment Results Scale is a logarithmic 
scale which is used to measure changes in the dollar 
value of the sample investment on Chart E. The Actual 
Investment Results Scale can be constructed using 
natural logarithms. Alternatively, the logarithmic scale 
on semi-log graph paper may be used to construct the 
Actual Investment Results Scale. 


* * 


a. 


D. The Percentage Change Scale on Chart F is a 
logarithmic scale which is used to measure the annual 
percentage change in the value of the sample 
investment. The Percentage Change Scale can be 
constructed using natural logarithms. Alternatively, 
the logarithmic scale on semi-log graph paper may be 
used to construct the Percentage Change Scale. 


E. The annual percentage changes shown on Sample 
Chart E or on Chart F, if used, should be calculated in 
the following rnanner: 


* 


F. The average compound returns on Sample Chart E, 
or on Chart F, if used, should be computed in such a 
way that the components of the return are additive. In 
order for the income and appreciation returns to add to 
the total return before the sales charge, the difference 
between the total return computed directly and the 
sum of the income and appreciation return 
components compuied separately should be pro-rated 
to the component returns. The compound effect of the 
sales charge shouid be computed as the difference 
between the total return before and after the sales 
charge. The following paragraphs explain how the 
compound returns shown on Sample Charts E and F 
were computed. 


a. The unadjusted compound average appreciation 
and income returns should be computed as follows. 
The unadjusted compound average appreciation return 
is computed by taking the ‘‘x’’ root of the number 
computed by dividing the value of the investment at 
the end of the period shown in the chart assuming 
dividends were taken in cash by the net amount 
initially invested and subtracting one where ‘‘x’’ is the 
number of years for which the average compound rate 
is being computed. For Sample Charts E and F, the 
unadjusted appreciation return is computed as follows: 





10 
V 14,774/9,150 — 1 = 4.91% 


The unadjusted income return should be computed as 
the ‘‘x’’ root of the total value of the investment at the 
end of the period shown in the chart divided by the 





ending value of the investment assuming dividends 
vere taken in cash, minus one. For Sample Charts E 
and F, the unadjusted income return was computed as 
follows: 





V 21,249/14,774 — 1 = 3.70% 


Multiplying the unadjusted income return plus one by 
the unadjusted appreciation return plus one and 
subtracting one from the product gives a total return 
before the sales charge (gross total return) of 8.79% 
[(1.0491 x 1.0370)-1 = 8.79%] The gross total return 
can also be computed as follows: 





10 
V 21,249/9,150 — 1 = 8.79%. 


b. However, adding the unadjusted income and 
appreciation returns results in an unadjusted total 
return of only 8.61%. The difference between 8.61% 
and 8.79%, 0.18%, should be pro-rated to the 
unadjusted income and appreciation returns based 
upon their relative magnitude. The adjusted income 
return is 3.78% and the adjusted appreciation return 
is 5.01% for a gross total return of 8.79%. 


c. The compound effect of the sales charge should be 
determined by comparing the gross total return with 
the total return after the sales charge (net total 
return). For Sample Charts E and F, the compound 
effect of the sales charge is determined by comparing 
the gross total return of 8.79% with the net total 
return which is computed as the ‘‘x’’ root of the 
ending value of the investment on a total return basis 
divided by the initial amount invested minus one. For 
Sample Charts E and F, the net total return is 
computed as follows: 





10 
V 21,249/10,000 — 1 = 7.83% 


The effect of the saies charge is the difference 
between 8.79% and 7.83% or 0.96%. The net total 
return should be the bottom line of the compound 
growth rate computation as follows: 


Income return 
Appreciation return 


3.78% 
5.01 


Total return before sales charge 
Sales charge 


8.79% 
.96 


Total return after sales charge 7.83% 


On the Sample Charts, the compound growth rates 
may be rounded to one decimal place. 


d. The compound effect of fund expenses should be 
computed by comparing the unadjusted income return 


computed before and after deduction of fund 
expenses. 


(j)(5) * * * 


(i) The period covered by the charts and tables should 
be a minimum of the most recent ten years or life of 
the fund if shorter and a maximum of the life of the 
fund provided that periods in excess of ten years but 
less than the life of the fund are in multiples of five 
years. 


(ii) The investment results portrayed may be based on 
either a calendar or fiscal year so long as the calendar 
or fiscal year base is used consistently. 


(iii) Distributions of both net investment income and 
capital gains that are to be reinvested in fund shares 
should be assumed to be reinvested at the net asset 
value per share on the date such distributions took 
place. If a sales charge is levied on reinvested net 
investment income, such charge should be considered 
in computing the number of new shares purchased. 


(iv) If the sales charge for a fund has changed, the 
most recent charge, if any, applicable to an investment 
of $10,000 and the reinvestment of dividends should 
be used. 


(v) The value at the end of each year of a single 
investment of $10,000 in a mutual fund on a total 
return basis may be portrayed on a chart substantially 
similar to Sample Chart G which contains the following 
information: 


A. Acolumn for each year during the period covered 
showing the total value of the $10,000 investment at 
the end of the year in which the investment was 
assumed to have been made and at the end of every 
successive year thereafter up to the end of the most 
current year. 


B. A row for each of the periods included in the chart 
with the rows constructed in such a way that the dollar 
amount shown at the intersection of each row and 
column would represent the value of $10,000 invested 
at the beginning of the year listed at the top of the 
column and invested for the number of years indicated 
by the number of the row. 


C. Appropriate explanations of the rows and columns 
and how the rows and columns are to be used in 
interpreting the chart. 


(vi) Where achart patterned after Sample Chart G is 
used, the chart should be accompanied in the same 
piece of literature by a table substantially similar to 
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Sample Table 5 described in subparagraph (viii) of this 
subsection. 


(vi) As an alternative to using Sample Chart G 
which shows investment results at a maximum for 
every possible successive period during the life of the 
fund, a table or tables may be presented which show 
total investment results for only selected successive 
periods. Such successive periods may be any period 
such as every five-year period or every ten-year period 
or fifteen-year period. Any whole number of years may 
be used at the length of the successive periods. All 
successive period total return charts should conform to 
the following requirements. 


E. If the table is used alone, it should show at a 
minimum the most recent ten years or life of the fund 
if shorter and a maximum of the life of the fund 
provided that periods in excess of ten years but less 
than the life of the fund are in multiples of five years. 


(See Charts E, F and Table 5 on next page) 





SECURITIES EXCHANGE ACT OF 1934 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14375/January 13, 1978 


An order has been issued granting the application of 
the American Stock Exchange, Inc. to strike from 
listing and registration the following securities of 
Guardian Mortgage Investors: 8% Convertible 
Subordinated Debentures, Due March 1, 1985; and 
6-3/4% Subordinated Debentures, Due July 15, 1986. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14376/ January 16, 1978 


In the Matter of 
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MIDWEST STOCK EXCHANGE 
120 South LaSalle Street 
Chicago, Illinois 60603 


(SR-MSE-77-35) 
ORDER APPROVING PROPOSED RULE CHANGE 


On November 21, 1977, the Midwest Stock Exchange, 
Incorporated filed with the commission, pursuant to 
Section 19(b) of the Securities Exchange Act of 1934 
(‘‘Act’’), as amended by the Securities Acts 
Amendments of 1975, and Rule 19b-4 thereunder, 
copies of a proposed rule change. The proposed rule 
change provides that transfers of membership, 
whereby the transferor retains reacquisition rights, 
will not be processed unless the transferor is current 
in all filings and payments of dues, fees and charges 
related to that membership. 


Notice of the proposed rule change together with the 
terms of substance of the proposed rule change was 
given by publication of a Commission Release 
(Securities Exchange Act Release No. 14216 
(November 29, 1977)) and by publication in the 
Federal Register (42 Fed. Reg. 62233 (December 9, 
1977)). 


The Commission finds that the proposed rule change 
is consistent with the requirements of the Act and the 
rules and regulations thereunder applicable to national 
securities exchanges, and in particular, the 
requirements of Section 6 and the rules and 
regulations thereunder. More specifically, the 
Commission finds that the proposed rule change is 
consistent with Section 6(b)(4) which provides for 
reasonable allocation of dues, fees and other charges 
among exchange members. 


IT IS THEREFORE ORDERED, pursuant to Section 
19(b)(2) of the Act, that the proposed rule change filed 
with the Commission on November 21, 1977, be, and it 
hereby is, approved. 


For the Commission by the Division of Market 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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SAMPLE CHART E 
RESULTS OF A $10,000 INVESTMENT IN XYZ FUND 


With Dividends ond Capital Gains Distributions Reinvested, before Toxes 1/ 


NOTE: Results shown ossume reinvestment of capital gains ond dividends. If capitol gains 
ond dividends are not reinvested, results would be less than depicted. 
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Results shown do not take into account personal 


‘ Capital appreciation includes reinvested capital 
income and capital gains taxes. 


Rains distributions. 
Total return refers to the results available when 


dividends and capital gains distributions are 
reinvested, 


A/ The fund expense percentages are prov ided as 
additional information. They should net be 
subtracted from any other number on the chart 
because the income return percentage already 
teflects the effect of fund expenses, 
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SAMPLE CHART F 


ILLUSTRATION OF TEN YEAR AVERAGE 7.8% TOTAL RETURN FOR XYZ FUND 1/2/ 
fe] Ten Veer Average Return Due te Copstel Appreciction 3/ cal Pancal Vatel Cand Boivoas 
cj Ton Yeor Average Return Due te Fund Investment Income Before Expenses EA Annvel Chonges in S&P 500 


NOTE: Results shown assume reinvestment of capital gains and dividends. If capitol goins 
ond dividends are not reinvested, results would be less thon depicted. 
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SAMPLE TABLE 5 


ILLUSTRATION OF AN ASSUMED INVESTMENT OF $10,000 
with Dividends Reinvested and Capital Gains 
Distributions Accepted in Shares 


The table below covers the period from January 1, 1967 to December 31, 
1976. This period was one in which common stock prices fluctuated 
severely and were generally at the same level at the end of the period 
as they were at the beginning. The results shown should not be 
considered as a representation of the dividend income or capital gain 
or loss which may be realized from an investment made in the fund today. 


Value of Shares by Component 
Value of Value of Value of Total 
Year ended $10 ,000 Capital gains Reinvested Value of 
December 31 Investment Distributions Dividends Shares 








1967 $10,104 $ 785 $ 384 $11,273 
1968 10,725 1,771 832 13,328 
1969 8,360 1,988 1,111 11,459 
1970 8,012 2,145 1,556 11,713 
1971 8,082 2,570 2,059 12,711 
1972 8,488 3,062 2,685 14,235 
1973 7,479 3,027 2,961 13,467 
1974 5,937 2,466 3,009 11,412 


1975 7,838 3,521 15,899 


1976 9,844 4,939 6,475 21,249 


Cost plus actual 

amounts available 

for distributions 

and dividends $10,900 $ 5,367 $20,274 


No adjustment has been made for any income taxes payable by share- 
holders on capital gains distributions and dividends. 
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In the Matter of 


CUMMINS INTERNATIONAL FINANCE CORPORA- 
TION 


The Securities and Exchange Commission has issued a 
notice giving interested persons until Feb. 6, 1978 to 
request a hearing on an application by Cummins 
International Finance Corporation pursuant to Section 
12(h) of the Securities Exchange Act of 1934 for an 
order exempting the Applicant from the reporting 
requirements of Section 13 and 15(d) of the Exchange 
Act, commencing with the quarterly report on Form 
10-Q for the period ended September 31, 1977. 
Applicant believes that filing the reports is not 
necessary for the public interest or the protection of 
investors in view of the fact that Applicant is a 
wholly-owned subsidiary of Cummins Engine Com- 
pany, a company subject to Section 13 reporting 
requirements; the Applicant’s only publicly held 
securities are 5% Subordinated Guaranteed Conver- 
tible Debentures Due 1988 which are guaranteed by 
Cummins Engine Company and convertible into the 
parent-guarantor’s common stock; and trading in the 
Debentures has been negligible on the New York Stock 
Exchange. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14378/ January 16, 1978 


The Securities and Exchange Commission has issued a 
notice giving interested persons until Feb. 10, 1978 to 
request a hearing on an application by Tridair 
Industries (‘‘the Company’’) pursuant to Section 12(h) 
of the Securities Exchange Act of 1934 (‘‘the Act’’) for 
an order exempting the Company from filing the 
reports required by Section 13 of the Act. The 
Company believes that, since it is now a wholly-owned 
subsidiary, the filing of the report is not necessary for 
the public interest or the protection of investors. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14379/ January 16, 1978 


NOTICE OF EFFECTIVENESS OF A PROPOSED 
RULE CHANGE BY THE DEPOSITORY TRUST 
COMPANY 
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(File No. SR-DTC-77-13) 


The Depository Trust Company (‘‘DTC’’) submitted on 
December 16, 1977, a proposed rule change, pursuant 
to Rule 19b-4 under the Securities Exchange Act of 
1934, (the ‘‘Act’’) to authorize its Board of Directors to 
set the date for DTC’s annual meeting sometime 
within the first three months of the calendar year. 
Currently, the date for DTC’s annual meeting is the 
fourth Wednesday in March. Notice of the proposed 
rule change was published in the Federal Register on . 
January 11, 1978 (43 FR 1658). On January 10, 1978, 
DTC submitted Amendment No. 1 which changed the 
status of the proposed rule change from one filed 
under Section 19(b)(2) of the Act to one filed under 
Section 19(b)(3)(A) of the Act. DTC’s reason for the 
amendment is that the proposed rule change is 
concerned solely with the administration of DTC. 


The foregoing rule change has become effective 
pursuant to Section 19(b)(3)(A) of the Securities 
Exchange Act of 1934 and Rule 19b-4 thereunder. At 
any time within sixty days of the filing of such 
proposed rule change, the Commission may summarily 
abrogate the rule change if it appears to the 
Commission that such action is necessary or 
appropriate in the public interest, for the protection of 
investors, or otherwise in furtherance of the purposes 
of the Securities Exchange Act of 1934. 


Publication of the submission is expected to be made 
in the Federal Register during the week of January 16, 
1978. Interested persons are invited to submit written 
data, views and arguments concerning the submission 
within twenty-one days from the date of publication in 
the Federal Register. Persons desiring to make written 
submissions should file six copies thereof with the 
Secretary of the Commission, Securities and Exchange 
Commission, 500 North Capitol Street, Washington, 
D.C. 20549. Reference should be made to File No. 
SR-DTC-77-13. 


Copies of the submission, with accompanying exhibits, 
and of all written comments will be available for public 
inspection at the Securities and Exchange Commis- 
sion’s Public Reference Room, 1100 L Street, N.W., 
Washington, D.C. Copies of the filing will also be 
available at the principal office of the above-mentioned 
self-regulatory organization. 


For the Commission by the Division of Market 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons’ 
Secretary 
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REPORT OF INVESTIGATION IN THE MATTER OF 
NATIONAL TELEPHONE CO., INC., RELATING TO 
ACTIVITIES OF THE OUTSIDE DIRECTORS OF 
NATIONAL TELEPHONE CO., INC. 


1. INTRODUCTION 


The Commission deems it appropriate that, based on 
information received in the Commission’s non-public 
investigation, In the Matter of National Telephone 
Co., Inc., it issue this Report of Investigation 
(‘‘Report’’), pursuant to Section 21(a) of the Exchange 
Act of 1934 (‘‘Exchange Act’’), with respect to 
activities of the outside directors of National 
Telephone Co., Inc. (‘‘National’’). Solely for the 
purpose of the Report, the outside directors consented 
to its issuance, without admitting or denying the 
findings set forth herein. 


Section 21(a) of the Exchange Act authorizes the 
Commission, in its discretion, to publish information 
gathered during it investigation concerning any 
violations of the federal securities laws: 


The matters set forth in this Report present basic 
questions concerning the obligations of ‘‘outside’’ 
directors to the security-holders informed, on a timely 
basis, of material facts concerning the basic operations 
of the company. The particular matters involved here 
concern a company (National) which, despite high 
reported earnings and rosy public projections of 
growth, was, in fact, in serious financial condition. 
This Report focuses on the period during which 
National slid towards bankruptcy,? a period during 





‘On this date, the Commission instituted a civil 
injunctive action in the United States District Court for 
the District of Columbia against Sheldon L. Hart 
(‘‘Hart’’), Mark |. Lurie (‘‘Lurie’’), John W. Phelps 
(‘‘Phelps’’), Donald J. Porter (‘‘Porter’’), and Price 
Waterhouse and Company (‘‘PW’’), seeking a 
Judgment of Permanent Injunction and Other Relief, 
in connection with matters concerning National. 


2On July 10, 1975, National (a Connecticut corporation) 
filed a petition for an arrangement under Chapter XI 
of the Federal Bankruptcy Act. Shortly thereafter, on 
August 8, 1975, a similar petition was filed on behalf 
of National’s wholly-owned subsidiary, National 
Telecommunications Systems, Inc. (‘‘Systems’’), a 
New York corporation. On March 10, 1976, both 
proceedings were converted to a Chapter X 
reorganization proceeding by the United States 
District Court for the District of Connecticut. 


which its financial plight forced material changes in its 
basic operations, but during which the public was not 
informed, and was actually misled, by information 
emanating from management.° 


The outside directors of National were aware, during 
the fall of 1974 and the winter and spring of 1975, of 
significant facts concerning National’s troublesome 
financial condition. Moreover, they were also aware of 
the optimistic nature of the company’s public 
disclosures, disclosures which were in direct contrast 
with the true state of the company’s affairs. Under 
these circumstances, the company’s outside directors 
had an affirmative duty to see to it that proper 
disclosures were made. The Commission is not saying 
that the directors of a company are responsible for 
approving every line of every press release and 
periodic filing made by the company; rather, the 
Commission is saying that, at a time of distress in a 
company’s existence, the directors have an affirmative 
duty to assure that the market place be provided 
accurate and full disclosures concerning the basic 
viability of the company and the continuity of its 
operations. 


The purpose of this Report is to describe the findings 
of the Commission’s investigation as to the 
performance of the outside directors of National, and 
to set forth how the outside directors could better have 
performed their basic functions. 


FACTS 


From July 1974 to July 1974, National had seven 
directors: Sheldon L. Hart, Ralph A. Hart (no 
relation), Roger C. Wilkins, Eli Shapiro, E. Clayton 
Gengras, Lawrence H. Rustin, and John S.G. Rottner. 
Sheldon Hart and Rottner had been directors since 
National’s inception; Rustin and Ralph Hart, since 
1973; and Wilkins, Shapiro and Gengras since June of 
1974. Of the seven, only Sheldon Hart was an officer. 
Sheldon Hart was Chairman of the Board, President, 
Treasurer, and over 50% stockholder. The non-officer 
directors, the subject of this Report, were men of 
extensive experience in financial and business 
matters.* 





3No registration statement, annual report on Form 
10-K, or proxy statement was filed by National 
between September 1974 and June 1975, the focus of 
this Report. Several press releases, shareholder 
letters, and periodic and current reports were 
disseminated or filed during this period. 


4Ralph A. Hart is a former Chairman of the Board and 
Chief Executive officer of Heublein, Inc., and is still a 
member of its Board. Dr. Eli Shapiro was formerly 
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National’s business was the designing, installing, 
leasing and maintaining of telephone equipment 
systems for commericial customers for ‘‘intercon- 
nection’ to telephone lines leased from regulated 
telephone companies (such as the Bell System). The 
equipment leased from National generally replaced 
equipment leased from such regulated companies. 
National’s business was such that it did not 
manufacture the telephone equipment it leased to its 
customers, but rather purchased such equipment from 
manufacturers, and then installed the equipment to 
meet customer specifications. 


National leased the telephone systems to its customers 
pursuant to purportedly non-cancellable leases with 
initial lease terms ranging from 60 to 125 months. 
National’s cash flow was derived almost exclusively 
from rental payments spread over the duration of the 
lease term. The greater part of the costs associated 
with the leases, including selling expenses, costs of 
equipment, and installation costs, were incurred 
before the rental stream commenced. Thus, each new 
lease resulted in an immediate negative cash flow, 
which lasted well into the lease term. The greater the 
number of leases written, the greater was National’s 
over-all negative cash flow.° 


The basic overriding fact concerning National was that 
its growth and operations were entirely dependent on 
the availability of outside financing, whether debt or 





Chairman of the Finance Committee of the Travelers 
Insurance Company, is still a member of its Board, 
and is a Professor of Finance at a major Graduate 
Business School. Roger C. Wilk,ins was formerly 
Chairman of the Board of The Travelers Insurance 
Company and is still a member of its Board. E. 
Clayton Gengras has owned and managed substantial 
business enterprises in Connecticut, including an 
automobile agency and regional transit company in the 
Hartford area, Ralph A. Hart, Eli Shapiro, Roger C. 
Wilkins and E. Clayton Gengras have all either 
served, or are serving, on the Boards of large public 
companies. Lawrence H. Rustin is a C.P.A. whose 
accounting firm served as National’s outside auditors 
through March 31, 1972. John S.G. Rottner is a retired 
attorney who formerly was engaged in the general 
practice of law in Manchesk, Connecticut. Rustin is 
the first cousin of Sheldon Hart’s wife, Rottner is 
Sheldon Hart’s father-in-law. 


"National reported rapid growth between 1971 and 
1974. Its reported earnings rose from $2,000 loss in 
1971 to $633,000 in earnings in 1974. Revenues, 


assets, and new lease installations rose propor- 
tionately over the same period. 
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equity. The critical disclosure issue faced by the 
company in the year prior to its entering Chapter XI 
was the fact that it was running out of the cash 
necessary to fuel its growth and operations, forcing 
cutbacks and slowdowns that changed its method of 
operations and clashed materially with previous 
disclosures to the public. 


In its 1974 Annual Report to shareholders, mailed to 
shareholders on or about June 17, 1974, National 
included projections concerning fiscal 1975, showing, 
among other things, an expected doubling of 
National’s new lease installations over 1974. The 
company’s ability to meet those projections was 
dependent on its attaining large infusions of outside 
capital. 


In June 1974, National signed a $15 million Credit 
Agreement with five banks, but by September of 1974, 
the $15 million limit had been reached, and the banks 
ceased making funds available to National. In 
addition, prior to mid-September, two banks had 
funded bank letters of credit amounting to 
approximately $1.5 million. As a result, National was 
in a severe cash bind, and the Company, absent 
additional financing, would have been unable to 
operate as it had in the past or as it had projected it 
would be in the future. 


Thereafter, the company’s management, with the 
acquiescence of the full Board, began curtailing 
National’s operations during the fall of 1974, until 
additional financing was forthcoming. The directors 
themselves, in August of 1974, had questioned 
whether the company could sustain its growth in the 
light of severe restrictions in the credit market, and 
cautioned against a ’’rapid dash for national market 
coverage’”’ in a period of extremely tight money® In 
the fall of 1974, National’s management disseminated 
several press releases and letters to shareholders 
concerning interim results, none of which contained 
any hint of National’s worsening situation. The outside 
directors received these press releases and share- 
holder letters, but did not see or clear them in 
advance. 


Ultimately, in December 1974, National closed the 
Credit Agreement with the five banks. Under the 
Credit Agreement, as amended, National immediately 





SNational utilized the finance method of accounting, 
accounting for its leases as sales. The outside directors 
questioned whether the banks would be willing to treat 
reserves for future income taxes as usable equity. 
They also questioned the adequacy of the company’s 
reserve for future maintenance expenses and the 
interest rate applied to the leases. 





took down $18 million of the available funds, of which 
$16.5 million was used to repay outstandings 
short-term borrowings. Furthermore, the amended 
Credit Agreement limited National’s ability to open 
new branch offices, granted to the banks a security 
interest in all of National’s present and future leases, 
and mandated that National cease entering new leases 
—a drastic change in its business—if new fin- 
ancing did not ensue and National’s borrowings 
with the banks reached $19 million. In the absence of 
such financing, reaching of $19 million was a virtual 
certainty within a few months. 


Upon the closing of the Credit Agreement, National 
disseminated a press release and a letter to 
shareholders announcing the closing. Both documents 
failed to set forth material terms of the Credit 
Agreement and the potential consequences for 
National’s business. Tne shareholder letter was 
particularly misleading in its positive tone, stating, 
among other things, that National looked forward to 
expanded business and continued earnings growth, 
but failing to disclose the likely prospect that National 
might soon be required to cease making new leases, 
which would seriously undercut the company’s 
predictions of expanded business and earnings 
growth. 


While the outside directors took no part in the 
preparation of the press release or the shareholder 
letter, most of them, if not all of them, saw the letter 
after it was disseminated to the public. The outside 
directors should have been aware of the need for 
corrective disclosure. 


From December 1974 through May 1975, a period 
during which National was in severe financial trouble 
and during which no disclosure of its true condition 
was made, the outside directors, though aware of 
these facts, did not take meaningful steps to see to it 
that adequate disclosures be made. 


No Board meeting was held from February to May 
1975, a most critical time for the company.’ Apart 





7At a February 1975 Board meeting, at about the time 
when National’s borrowings reached $19 million and 
its obligation to cease making new leases was 
triggered, National’s Board of Directors refused 
management’s request for the declaration of a stock 
dividend, and several of the outside directors 
expressed concern that the shareholders were not 
being adequately informed of the true situation. One 
of the outside directors, Gengras, after consulting with 
other outside directors, wrote a letter to Sheldon Hart, 


from the unsuccessful effort to obtain information from 
the President referred to in footnote 7 hereto, the 
outside directors did nothing to determine the status 
of the company’s incipient obligation (triggered in 
February when National reached the $19 million 
borrowing level) to cease entering new leases or the 
company’s consequent disclosure responsibilities. 
Despite the availability of an outside consulting firm’s 
monthly reports on the status of National under the 
Credit Agreement, the directors did nothing effective 
to ensure that they be provided accurate, current in- 
formation. The company’s Audit Committee, com- 
posed of three outside directors, never met. The 
outside directors, despite having close affiliations with 
the banks did not seek out the banks for more 
information until May of 1975, nor did they contact the 
company’s outside lawyers for assistance. 


It was not until May of 1975 that the directors learned 
for the first time that the company’s management had 
both failed to implement the lease maintenance plan, 
as required, and had resisted advice to disclose the 
true state of the company’s financial condition. On 
May 24, 1975, the President was forced to resign. On 
that date, a press release was issued in which it was 
finally announced that National was in a weakened 
condition and was required to stop making new leases. 
On the following day, trading in the stock was 
suspended and the price of the common stock dropped 
nearly 50%. 


CONCLUSIONS 


Here, the outside directors knew about National’s 
need for outside capital, its cash squeeze in the fall of 
1974, its acceptance of severe restrictions on its 
operations in the Credit Agreement closed in 
December 1974, and its obligation to cease making 
new leases if new financing could not be obtained 
within the immediate future. They also knew of the 
highly optimistic nature of the company’s public 
communications. 


The Commission’s investigation has shown that the 
outside directors failed in their obligation to see to it 
that the company adhere to the mandate of full 
disclosure, despite being aware of the nature of the 
public communications by the company and of the 
variance of such communications from the facts. 





National’s President and Chairman, threatening 
resignation unless management kept the Board more 
adequately informed. A meeting of the Board was 
scheduled for mid-March 1975, but this was cancelled 
by the President the day before it was scheduled 
because the President was leaving for England and the 
Middle East to seek additional financing for the 
company. 
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The directors have asserted that they relied on 
management to make required disclosures and on 
company counsel to advise when disclosures were 
required, and that such reliance was well-placed. 


In general, outside directors should be expected to 
maintain a general familiarity with their company’s 
communications with the public. In this way, they can 
compare such communications with what they know to 
be the facts, and if the facts as they know them are 
inconsistent with these communications, they can see 
to it, as stewards for the company, that appropriate 
revisions or additions be made. 


Moreover, as here, when important events central to 
the survival of the company involved, directors have a 
responsibility affirmatively to keep themselves 
informed of developments within the company and to 
seek out the nature of corporate disclosures to 
determine if adequate disclosures are being made. 
This is particularly so since there may be a tendency 
for corporate disclosure to lag behind developments, 
or, as here, there may be resistance on the part of 
management to make full and fair disclosure. 


Finally, the facts developed during this investigation 
demonstrate the need for adequate, regularized 
procedures under the overall supervision of the Board 
to ensure that proper disclosures are being made. 
Such procedures could include, among other things, a 
functioning Audit Committee with authority over 
disclosure matters, or any other procedure which 
involves the Board of Directors in a meaningful way in 
the disclosure process. With such procedures, the 
corporation’s shareholders and the public should be 
more adequately protected from haphazard or 
fraudulent disclosure. 
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Administrative Proceeding File No. 3-5361 

In the Matter of 

DONALD J. PORTER 

10 Drumlin Road 

West Simsbury, Connecticut 

ORDER INSTITUTING PROCEEDINGS AND FIND- 
INGS AND ORDER IMPOSING REMEDIAL SANC- 
TIONS 
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On January 16, 1978, the Commission filed a civil 
injunctive action against Donald J. Porter (‘‘Porter’’) 
and several other defendants in the United States 
District Court for the District of Columbia entitled 
Securities and Exchange Commission v. Sheldon L. 
Hart, et al.' The Commission’s Complaint alleged 
various violations of the anti-fraud and reporting 
provisions of the federal securities laws in connection 
with the offer and sale of National Telephone 
Company, Inc. securities. Without admitting or 
denying the allegations in the Commission’s 
Complaint, Porter consented to the entry of a Final 
Judgment permanently enjoining him from violating 
the provisions of Section 17(a) of the Securities Act of 
1933 (‘‘Securities Act’’) and Section 10(b) of the 
Securities Exchange Act of 1934 (‘‘Exchange Act’’) 
and Rule 10b-5 thereunder. The Court entered the 
Final Judgment on January 16, 1978. 


In view of the permanent injunction and upon the 
recommendation of its staff, the Commission believes 
that it is appropriate to institute a public 
administrative proceeding against Porter pursuant to 
Section 15(b) of the Exchange Act. 


In connection therewith, Porter has submitted an Offer 
of Settlement whereby, without admitting or denying 
the Commission’s findings contained herein, he 
consents, based on the entry of the judgment of 
permanent injunction, to the institution of proceedings 
certain findings, and an order imposing remedial 
sanctions. After due consideration, the Commission 
has determined to accept the Offer of Settlement. 


Accordingly, IT IS ORDERED, that a public 
administrative proceeding pursuant to Section 15(b) of 
the Exchange Act be, and hereby is, instituted against 
Porter. 


IT 1S ORDERED that Porter be, and hereby is, 
suspended for a period of twelve months from 
association with any broker or dealer, other than in a 
non-supervisory capacity and upon a showing of 
adequate supervision to the Division of Enforcement, 
provided, however, that Porter may continue his 
present employment in a non-supervisory position. 


This order shall become effective at the opening of 
business on the second Monday after the date of this 
order. 


By the Commission. 





"See Litigation Release No. 8255. 





George A. Fitzsimmons 
Secretary 





SERVICE LIST 


Rule 23 of the Commission’s Rules of Practice 
provides that all amendments to moving papers, all 
answers, all motions or applications made in the 
course of a proceeding (unless made orally during a 
hearing), all proposed findings and conclusions, all 
petitions for review of any initial decision, and all 
briefs shall be filed with the Commission and shall be 
served upon all other parties to the proceeding 
including the interested Division of the Commission. 


The attached Order for Proceedings has been sent to 
the following parties and other persons entitled to 
notice: 


Theodore A. Levine, Esq. 

Richard E. Brodsky, Esq. 

Charles J. Friedman, Esq. 
Attorneys for the Division of Enforcement 


Securities and Exchange Commission 
500 North Capitol Street, N.W. 
Washington, D.C. 20549 


Donald J. Porter 
10 Drumlin Road 
West Simsbury, CT 06092 


The Honorable Warren E. Blair 
Chief Administrative Law Judge 
Securities and Exchange Commission 
Room 2104 
1100 L Street, N.W. 
Washington, D.C. 
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Release No. 239/ January 16, 1978 


Administrative Proceedings File No. 3-5362 


In the Matter of 
PAUL N. CONNER 


OPINION AND ORDER PURSUANT TO RULE 2(e)(1) 
OF THE COMMISSION‘S RULES OF PRACTICE 


This Opinion and Order under Rule 2(e)(1) of the 
Commission‘s Rules of Practice arises out of the 
conduct of Paul N. Conner (‘‘Conner’’), a certified 
public accountant and, during a substantial portion of 
the period relevant to this Opinion and Order, 
Assistant Treasurer of Continental Mortgage Investors 
(‘‘CMI’’), a real estate investment trust, and a Vice 
President and Treasurer of its former advisory 
company, Continental Advisers(‘‘CA’’). Without 
admitting or denying any of the statements and 
conclusions set forth herein, and solely for the purpose 
of settlement, Conner waives the entry of a Formal 
Order of Administrative Proceedings pursuant to Rule 
2(e), consents to the entry of this Opinion and Order 
and makes certain undertakings, all as set forth below. 


BACKGROUND 


On January 16, 1978, the Commission filed a 
complaint against CA, certain present and former 
officers and directors of CMI and CA, and CMI‘s 
independent auditors.’ Among other things, the 
complaint alleged that at various times from fiscal 
1972 through the end of fiscal 1975, certain of these 
defendants sought to conceal known losses on various 
loans in CMI‘s construction and development 
(‘‘C&D’’) portfolio and to continue accrual of interest 
without reasonable basis on a number of these same 
loans. In furtherance of these schemes, the complaint 
alleges, among other things, that certain of the 
defendants arranged for the creation of various closely 
controlled borrowers (‘‘workout borrowers’’), which 
were utilized in various ways for the purpose of 
concealing known collateral deficiencies. As a result of 
these practices, it is alleged that CMI’S net income was 
materially overstated from at least CMI’s 1972 fiscal 
year up to the end of fiscal 1975. 


I 
FINDINGS 


During the period 1972-1975, Conner was employed as 
Treasurer and Vice President of CA and as Assistant 
Treasurer of CMI. In these positions, Conner’s 
responsibilities included participation in the prepara- 
tion of CMI’s quarterly and year-end financial 





'See Litigation Release No. 8257 (January 16, 1978). 
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statements. These statements included a figure 
representing CMI’s allowance for loan losses and, in 
the case of annual financials, footnote disclosure 
concerning the method by which the reserve amount 
had been derived. The draft financial statements, 
including the proposed loss reserve, were initially 
prepared by Conner and were subsequently reviewed 
by senior CA management, CMI’s Board of Trustees, 
and the Trust’s independent auditors, Price 
Waterhouse & Co. (‘‘PW’’). 


In preparing CMI’s financial statements, Conner in 
certain significant instances agreed to the use of 
accounting treatments which he believed were either 
questionable or improper and in others failed to take 
required steps which would have revealed the 
existence of possible substantial collateral deficiencies 
not appropriately reflected in CMI’s loss allowance. 
Conner asserts that this information was known to CA 
senior managment and in all material cases to PW and 
that he himself on occasion expressed disagreements 
to CA senior management with respect to certain of 
CMI’s financial reporting practices. The Commission 
concludes that these facts do not excuse Conner’s 
participation in the preparation of false and misleading 
financial statements nor his failure to apprise senior 
CA management, CMI’s trustees, or PW on a more 
persistent and timely basis of his disagreements with 
significant financial reporting issues. 


(1) Annual and Interim Financials, Fiscal 1973. 


Up to and including the quarter ended September 30, 
1973, CMI calculated the addition to its allowance for 
loan losses based upon a formula which called for 
quarterly additions equal to five per cent of CMI’s 


quarterly net income. Conner concluded that this 
method was an inherently unreliable method of 
calculating the loss exposure in the C&D portfolio and 
so advised CA senior management at least as early as 
1971. Senior management declined to adopt a different 
method of calculating the reserve at that time. 


Despite Conner’s conclusion that the method was 
illogical in connection with his preparation of the 
interim and annual reports during 1972-1973, Conner 
did not himself seek to independently determine 
whether the allowance fairly reflected potential loan 
losses in the C&D portfolio, nor to raise his concerns 
concerning the reliability of the reserve formula with 
CMI’s trustees. These steps were especially critical 
during fiscal 1973 when CMI’s loan portfolio grew by 
almost 40 percent while the reserve remained virtually 
unchanged, and when, had he taken the necessary 
steps to ascertain the collectibility of the C&D 
portfolio, Conner would have discovered that CMI’s 
reserve for losses was in fact materially understated. 


1398/SEC DOCKET 


(2) Equity Kickers. During the period from at least 
fiscal 1972 through 1975, CMI, as a condition of 
certain loans it extended, required the borrower to 
relinquish an interest (referred to as an ‘‘equity 
kicker’’) in a portion of the profits or gross proceeds 
realized from the underlying project. Although these 
equity kickers in reality represented an additional form 
of income which properly belonged to CMI, and 
although they frequently returned nothing or almost 
nothing to CMI, the Trust arranged to transfer various 
of these kickers to its workout borrowers for nominal 
or no consideration, causing the workout borrower to 
immediately reassign the kicker to CMI as additional 
collateral; CMI then valued these interests for 
collateral purposes based on unrealistic projections of 
future income, and used them in developing the loan 
loss allowance for deficiencies in existing collateral 
securing loans to such workout borrowers. From at 
least sometime in fiscal 1973 up to and including the 
issuance of the third quarter financials for fiscal 1975, 
CMI used such kickers to offset approximately $22 
million in collateral shortfalls in loans to workout 
borrowers. 


Conner himself felt that the use of equity kickers in 
this fashion was improper or questionable from an 
accounting standpoint. Indeed, on one occasion in 
1971 and again late in 1974, he expressed this view in 
writing to senior CA and CMI management, who 
nevertheless determined, with the concurrence of PW 
in 1974, to continue to so use these kickers. The record 
does not indicate, however, that Conner expressed 
similar concerns to senior CA management between 
1971 and 1974, and failed to squarely raise the issue 
with CMI’s trustees or PW at any time, despite his 
continued feeling that the practice was improper or 
questionable and his knowledge that the Trust 
continued to use kickers to offset substantial indicated 
losses at least as late as the third quarter of fiscal 
1975. 


(3) 1974 Annual Report. In connection with its 
financial statements for the fiscal year ended March 
31, 1974, CMI disclosed total earnings of 
approximately $19 million, a loss reserve of 
approximately $12.5 million, and total loans either 
then nonearning or recommended for cessation of 
further interest accrual of approximately $85 million 
(plus another $47 million of property foreclosed or to 
be foreclosed). While Conner himself was not 
responsible for most of the decisions relating to these 
disclosures, he was apprised of information tending to 
indicate that the reserve and the level of nonearning 
assets disclosed were materially understated. 
Specifically, Conner was aware that the reserve did 
not include approximately $22 million in indicated 
losses which were to be covered by equity kickers; that 
the reserve did not include losses on projects pledged 





4 -against CMI loans where, based upon past sales and 
‘ost histories, losses were reasonably certain; and that 
the reported level of nonaccruals did not include a 
material amount of loan balances upon which it 
appears further accrual was questionable and which 
PW and CA personnel had in fact recommended for 
nonaccrual. Conner asserts that all of these facts were 
known to CA senior management, as well as PW, in 
connection with the fiscal 1974 audit. Conner did not 
himself, however, raise questions with senior CA 
personnel or with PW concerning these practices or 
the sufficiency of the Trust’s financial disclosures 
relating to these practices. 


(4) Interim Disclosures, Fiscal 1975. During the 
third and fourth quarters of fiscal 1975 (October 1974 - 
March 1975) Conner made an analysis of CMI’s C&D 
portfolio to, among other things, identify the level of 
losses as well as loans where further interest accrual 
could not be justified. The results of this analysis which 
was completed in late December, 1974, indicated total 
estimated losses, exclusive of losses on foreclosed 
loans and loans where losses could not be quantified, 
of approximately $48 million. A subsequent update of 
this analysis completed by Conner in late February, 
including the items excluded in the first analysis, 
indicated total losses of ever $80 million. Both reports 
were distributed to the senior CA management and 
the Trustees by Conner at or about the time of their 
completion. 


In or about the third week of February 1975, CMI filed 
with the Commission and distributed to the public its 
financials for the quarter ending December 31, 1974. 
The financials were prepared by Conner, reviewed by 
senior CMI and CA personnel, and incorporated in the 
Form 7-Q filed with the Commission which Conner 
himself signed. Among other. things, the financials 
disclosed a quarterly addition to the reserve of 
$180,000 and a total reserve of $28.3 million. The 
financials further stated: 


Further provisions [after the second quarter 
addition] may be required. . . . The port- 
folio is presently being analyzed to 
determine the amount, if any, of the 
additional provision required. (emphasis 
added) 


The foregoing disclosures were false and misleading in 
that they understand the level of losses then known to 
Conner and others and conveyed the impression that 
further loss provisions might or might not be required 
when the current reserve was grossly understated. ' 
Although Conner was aware of these facts and further 
knew that the trustees had not authorized an increase 
in the reserve in connection with the quarterly report, 
it appears that he took no steps either to raise the 


necessity of this action with the trustees or senior 
management or to further request inclusion of other 
disclosures in the quarterly report indicating that the 
portfolio was overvalued. 


CONCLUSION 


The Commission concludes that Conner’s conduct in 
each of the foregoing instances was inconsistent with 
his duties as a financial officer of CMI and a certified 
public accountant. The size of CMI’s allowance for 
loan losses involved critical accounting judgments 
which impacted substantially on CMI’s income. 
During fiscal 1973-74, Conner had a responsibility to 
take sufficient independent steps to satisfy himself 
that the judgments made by senior CA and CMI 
personnel were in fact reasonable and that the reserve 
accurately reflected the collectibility of the portfolio. 
More significantly, when Conner properly advised 
senior CA management and the CMI trustees of the 
results of his portfolio analysis in 1975, he did not 
adequately apprise either of the need for full and 
timely disclosure and failed to take the necessary 
steps, including refusal to sign the quarterly report 
filed with the Commission, when senior management 
and the Trustees determined otherwise. Finally, with 
respect to the manner in which CMI utilized equity 
kickers in the calculation of its reserve, Conner had an 
affirmative duty as a corporate officer and a certified 
public accountant with significant financial reporting 
responsibilities to make his objections to this practice 
known to senior management and the independent 
auditors on a timely basis. Conner argues that senior 
management was aware of much of the information 
indicating the inadequacy of the reserve, and that his 
disagreements with certain financial reporting 
practices relating to the reserve were ignored, and 
that all these transactions were disclosed to PW, who 
concurred with the practices and disclosure. In the 
Commission’s view, these circumstances did not 
relieve Conner of his responsibility to bring his 
concerns to the attention of CMI’s trustees and PW 
and cannot justify his participation in the preparation 
and filing of financial reports which were materially 
misleading. 


For the foregoing reasons, the Commission concludes 
that Conner’s conduct as Vice President and Treasurer 





"Conner asserts that he originally drafted the quoted 


language to state, in relevant part, ‘‘Further 
provisions will be required .. .’’, and ‘‘The portfolio 
is presently being analyzed to determine the amount 
of the additional provision required.’’ (deleting the 
words ‘‘if any’’) The language, according to Conner, 
was amended at the instance of a member of the 
Board of Trustees. 
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of CMI and as acertified public accountant constituted 
improper professional conduct within the meaning of 
Rule 2(e) of the Commission’s Rules of Professional 
Conduct. 


IV 
CONNER’S OFFER OF SETTLEMENT 


As a part of his offer of settlement, Conner makes the 
following consents, undertakings, and representations: 


(1) That Conner consents to be suspended 
from practicing before the Commission as 
an accountant, including such practice as 
an employee of a public company or 
otherwise, for a period of 60 days after the 
date of the order herein; 


(2) That Conner has not practiced before 
the Commission as an independent public 
accountant for a period of at least six (6) 
years, and has no present intention of 
engaging in such practice for a period of at 
least one (1) year from the date of the order 
herein; 


(3) That Conner will undertake to notify 
the Commission of any intention to practice 
before it as an independent public 
accountant and shall obtain the Commis- 
sion’s approval to engage in such practice 
within a period of one (1) year from the 
date of the order herein. 


(4) That Conner will, for a period of three 
(3) years from the date of the order herein, 
undertake to submit for review and 
approval (a) by financial officers senior to 
Conner or to the independent auditors of 
any reporting issuer with whom he is 
associated all work performed in connection 
with the preparation of financial statements 
included in annual and interim filings with 
the Commission; and (b) by officers senior 
to Conner or counsel to any reporting 
issuer, including in-house or outside 
counsel, all other disclosures prepared or 
approved by Conner which are included in 
said annual and interim filings. For 
purposes of this subparagraph, the term 
“reporting issuer’’ includes all companies 
required to file reports with the Commis- 
sion pursuant to Sections 13(a) or 15(d) of 
the Securities Exchange Act of 1934 and 
Sections 30(a) and 30(b) of the Investment 
Company Act of 1940; 
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(5) That Conner will undertake in 
connection with his employment by any 
reporting issuer specified in subparagraph 
(4) above, to advise his superiors in writing 
of the nature of any disagreement by 
Conner with respect to the accounting 
treatment for transactions by said issuer 
where Conner believes (a) that said 
treatments are inconsistent with generally- 
accepted accounting principles; and (b) that 
the cumulative impact of said treatments 
upon the issuer’s financial statements may 
be material; or (c) that said treatments 
adversely reflect upon the integrity of 
management of said issuer. In the event 
said disagreements shall not be resolved in 
a matter satisfactory to Conner, he shall 
advise said issuer’s independent auditors, 
and, if still not resolved, the issuer’s board 
of Directors, in writing in a timely manner 
of the nature of such disagreements, 
together with recommendations for alterna- 
tive accounting treatments, PROVIDED 
THAT failure to comply with the provisions 
of this subparagraph after a period of five 
(5) years from the date of the order herein 
shall not be used as basis for reopening the 
instant proceeding. 


(6) That Conner stipulates and agrees that 
any violation of the undertakings set forth 
herein shall constitute unprofessional 
conduct for purposes of Rule 2(e) of the 
Commission’s Rules of Practice and shall 
be the basis for imposition by the 
Commission of appropriate remedial sanc- 
tions. 


V 
ORDER 


In consideration of the foregoing consents, undertak- 
ings and representations, the Commission deems it 
appropriate in the public interest to accept the offer of 
settlement of Conner and, accordingly, 


IT IS ORDERED that proceedings pursuant to Rule 
2(e) of the Commission’s Rules of Practice be, and 
they hereby are, instituted against Paul N. Conner, 
that he be and he hereby is suspended from practice 
before the Commission as an employee of a public 
company or otherwise for sixty (60) days from the date 
hereof. 


By the Commission 





George A. Fitzsimmons 
Secretary 





SERVICE LIST 


Rule 23 of the Commission’s Rules of Practice 
provides that all amendments to moving papers, all 
answers, all motions or applications made in the 
course of a proceeding (unless made orally during a 
hearing), all proposed findings and conclusions, all 
petitions for review of any initial decision, and all 
briefs shall be filed with the Commission and shall be 
served upon all other parties to the proceeding 
including the interested Division of the Commission. 


The attached Order for Proceedings has been sent to 
the following parties and other persons entitled to 
notice: 


Richard S. Kraut, Esq. 

Gary N. Sundick, Esq. 

William L. Martin, Esq. 

Attorneys for the Division of Enforcement 
Securities and Exchange Commission 

500 North Capitol Street, N.W. 
Washington, D.C. 20549 


Paul N. Conner 

c/o Phillip N. Smith, Jr., Esq. 
1156 Fifteenth Street, N.W. 
Washington, D.C. 20005 


The Honorable Warren E. Blair 
Chief Administrative Law Judge 
Securities and Exchange Commission 
Room 2104 

1100 L Street, N.W. 

Washington, D.C. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14383/ January 16, 1978 


Orders have been issued granting the applications of 
the American Stock Exchange, Inc. to strike from 
listing and registration the common stock of the 
following companies: Egan Machinery Company, No 


Par Vaiue; and Co-Build Companies, Inc., Par Value 
$0.10. 
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Admin. Proc. File No. 3-5224 
In the Matter of 

J. NEWMAN & CO. 
JEFFREY A. NEWMAN 
ALAN T. APPLEBAUM 


ORDER INSTITUTING PROCEEDINGS AND IMPOS- 
ING REMEDIAL SANCTIONS 


In connection with this proceeding, J. Newman & Co. 
(formerly Applebaum Newman & Co.), a specialist on 
the American Stock Exchange (‘‘AMEX’’), Jeffrey A. 
Newman, a general partner of the specialist, and Alan 
T. Applebaum (formerly a general partner of the 
specialist), a registered options trader on the AMEX, 
have submitted offers of settlement providing for a 
censure of J. Newman & Co. and two 30 day 
suspensions of Jeffrey A. Newman and Alan T. 
Applebaum. The Commission has determined that it is 
in the public interest to accept the offers of settlement 
and impose those sanctions. Solely for the purpose of 
this proceeding, and without admitting or denying the 
findings herein, the respondents have consented to the 
findings and sanctions set forth below. 


Accordingly, IT IS ORDERED that proceedings 
pursuant to Sections 15(b) and 19(h)(3) of the 
Securities Exchange Act be, and they hereby are, 
instituted. 


In October 1976, Applebaum Newman & Co. 
(‘‘ANCo’’) was the specialist for the AMEX listed call 
options of Continental Telephone Corporation 
(‘‘CTC’’) common stock and Jeffrey A. Newman and 
Alan T. Applebaum were ANCo’s general partners 
who made all of the decisions relevant herein 
concerning the purchase or sale of CTC common stock 
or related CTC options. On October 4, 1976, CTC 
common stock closed at $15-3/8. At that time, ANCo 
had a_ long position consisting of 1,000 shares of CTC 
common stock, 2,188 January 15 and April 15 series 
CTC call options, and 35 October 10 and January 10 
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series CTC call options.’ ANCo had a short position of 
2,803 October 15 series call option contracts which 
were scheduled to expire on October 16, 1976. Since 
the CTC common stock was trading close to the CTC 
October 15 option’s exercise price of $15 as the 
expiration date approached, a small movement in the 
CTC common stock’s price was critical to the economic 
determinations made by those with CTC October 15 
option positions. The respondents’ economic interest 
would have been better served if the CTC common 
stock closed at or near $15 on October 15, 1976 so that 
they would not have been required to deliver CTC 
common stock to satisfy any? assignments. Since 
ANCo had a relatively small long position in the CTC 
common stock, assignments would have required it to 
purchase or borrow CTC common stock. 


Between October 5 and 15, 1976, ANCo sold short 
24,700 shares of CTC on the New York Stock 
Exchange, which had the effect of capping and 
depressing the CTC market which closed at $15 on 
October 15, 1976.° These short sales were timed to 
satisfy buying pressure* and, with only two 
exceptions, were not designated as short sales. On 
October 16, 1976 substantially all of the CTC October 
15 options expired worthless. 


Based on these activities the Commission finds that 
respondents effected a series of sales of CTC common 
stock, which had the effect of capping and depressing 
its price, for the purpose of inducing others to sell 
their CTC common stock and causing the closing price 
on October 15, 1976 not to exceed $15. The 
respondents benefited from these transactions when 
the closing price of CTC common stock on October 15, 





'The option series are designated as follows: (a) the 
month indicates that the option expires on the third 
Saturday of that month, and (b) the number following 
the month indicates the option’s exercise price. 


The Options Clearing Corporation ‘‘assigns’’ exercise 
notices on a random basis to members with a short 
position in the option series being exercised. 


3The respondents urge that the short sales of CTC 
common stock were entered as a hedge against their 
long January and April 15 CTC call options. However, 
the Commission rejects this contention. 


4On some occasions the respondents withdrew their 
orders or instructed their broker to lower the limits of 
their previously entered sell orders when other sellers 
appeared in the market. 
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1976 made it uneconomical for the option holders to 
exercise their October 15 options. In addition, the 
respondents failed to notify their broker that some of 
their sales were short sales.5 


On the basis of the order for proceedings and the 
offers of settlement, it is found that the respondents 
willfully® violated Sections 9(a)(2), 10(a) and 10(b) of 
the Securities Exchange Act of 1934 and Rules 10a-1 
and 10b-5 promulgated thereunder. 


The Commission has always been concerned with the 
maintenance of fair and honest markets and has 
previously taken actions against options related 
manipulations.’ It is equally concerned with the 
integrity of the relatively newer markets in options 
listed for trading on national securities exchanges and 
related transactions in underlying common stocks. The 
sanction imposed in these proceedings takes into 
consideration special circumstances including certain 
of those set forth in the respondent’s offers of 
settlement and should not been deemed as a guide for 
future sanctions. Activities which are inconsistent with 





*Section 10(a) of the Securities Exchange Act of 1934 
and Rule 10a-1 paragraph (c) promulgated thereunder 
requires, among other things, that short sales on 
national securities exchanges be so designated. The 
respondents note, and the Commission does not 
contend otherwise, that the short sales were in 
accordance with the price limitation requirements of 
Rule 10a-1 paragraph (a). 


®* «Twiillfully‘ in this context means intentionally 
committing the act which constitutes the violations. 
There is no requirement that the actor also be aware 
that he is violating one of the Rules or Acts.’’ Tager v. 
Securities & Exchange Commission, 344 F2d 5, 8 
(CA2, 1965). 


"Indeed, in 1938 the Commission found a violation of 
Section 9(a)(2) of the Securities Exchange Act of 1934 
involving the manipulation of a common stock where 
the manipulator had an interest in the related option 
and, in its opinion, stated: 


The very existence of an option when 
coupled with buying on the market by those 
having an interest in its exercise is an 
indication of purpose to raise the market 
price, to increase market activity and thus 
to distribute profitably the stock covered by 
the option. 


Charles C. Wright, 3 SEC 190, 206 (1938), rev’d. on 
other grounds sub nom. Wright v. SEC, 112 F.2d 89 
(CA2 1940). 





the integrity of the national securities markets and the 
» public interest will be dealt with more severely in the 
future.® 


In view of the foregoing, it is in the public interest to 
impose the sanctions specified in the offers of 
settlement. 


Accordingly, it is ORDERED that J. Newman & Co., 
be and hereby is, censured; Jeffrey A. Newman and 
Alan T. Applebaum be, and hereby are, suspended 
from association with any national securities 
exchange, broker or dealer for a period of thirty 
calendar days starting on January 23, 1978, and 
during the period of suspension, Jeffrey A. Newman 
shall not receive any funds nor share in the profits of 
J. Newman & Co. 


By the Commission. 


George A. Fitzsimmons 
Secretary 
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Administrative Proceeding File No. 3-5352 
In the Matter of 
ROBERT M. TOPOL 


825 Orienta Avenue 
Mamanoneck, New york 10543 





®The importance which the Commission places on the 
need for fair and honest markets is reaffirmed not only 
by this proceeding but also by recent Commission 
actions involving options. See Securities and Exchange 
Commission v. Louis Miceli, et al. (Civ. No. 77-1854, 
S.D.N.Y., 1977); Securities and Exchange Commission 


v. Joseph Giamanco, et al. (Civ. No. 77-3495, 
S.D.N.Y., 1977) (the use of the facilities of two 
national securities exchanges in options related 
manipulative schemes); Securities Exchange Act 
Release Nos. 13453 (April 19, 1977) and 13798 (July 
22, 1977) (the publication of fictitious trading 
information with respect to option transactions). See 
also Securities Exchange Act Release No. 14056 
(October 17, 1977) in which the Commission 
announced, among other things, a study and 
investigation of standardized options trading and the 
regulation of such trading. 


ORDER INSTITUTING PUBLIC PROCEEDING PUR- 
SUANT TO SECTION 15(b) OF THE SECURITIES 
EXCHANGE ACT OF 1934 AND IMPOSING 
REMEDIAL SANCTIONS 


Robert M. Topol has submitted an offer of settlement 
in connection with these proceedings instituted 
pursuant to Section 15(b) of the Securities Exchange 
Act of 1934 (‘‘Exchange Act’’). Solely for the purpose 
of these proceedings, respondent Topol consents to 
the findings made herein and, without admitting or 
denying those findings, to the sanctions imposed by 
this Order. 


Accordingly, IT 1S ORDERED that proceedings 
pursuant to Section 15(b) of the Exchange Act be, and 
they hereby are, instituted against respondent. 


On the basis of the Offer of Settlement, it is found 
that: 


|. During all times relevant herein, Harris, Upham & 
Co., Inc. (‘‘Harris Upham’’) was a Delaware 
corporation having its principal office at 120 
Broadway, New york, New York, and was registered 
with the Commission as a broker-dealer pursuant to 
Section 15(b) of the Exchange Act. 


11. During all times relevant herein, Robert M. Topol 
(‘‘Topol’’) was a vice president and director of Harris 
Upham, and was responsible for the conduct of Harris 
Upham’s over-the-counter trading department. Topol 
currently is a vice-president of Shearson, Hayden 
Stone, Inc., a broker-dealer registered with the 
Commission pursuant to Section 15(b) of the Exchange 
Act. 


11. During the period from on or about April 1, 1975 
through on or about July 10, 1975 Topol failed 
reasonably to supervise other persons subject to his 
supervision, with a view to preventing violations of 
Section 17(a) of the Exchange Act and Rule 17a-3 
thereunder. 


On the basis of the Order for Proceedings and the 
Offer of Settlement, it is found that Topol failed 
reasonably to supervise other persons subject to his 
supervision with a view to preventing violations of the 
Exchange Act committed by such persons, and it is in 
the public interest to impose the sanctions specified in 
the Offer of Settlement. 


Accordingly, IT 1S ORDERED that: 
1. Topol be, and he hereby is, censured. 


2. This order is effective on the date of its entry. 
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By the Commission: 


George A. Fitzsimmons 
Secretary 





SERVICE LIST 


Rule 23 of the Commission’s Rules of Practice 
provides that all amendments to moving papers, all 
anwers, all motions or applications made in the course 
of a proceeding (unless made orally during a hearing), 
all proposed findings and conclusions, all petitions for 
review of any initial decision, and all briefs shall be 
filed with the Commission and shall be served upon all 
other parties to the proceedings including the 
interested Division of the Commission. 


The attached Order for Proceedings has been sent to 
the following parties: 


Securities and Exchange Commission 
Division of Enforcement 

500 North Capitol Street 
Washington, D.C. 20549 


Robert M. Topol 
825 Orienta Avenue 
Mamanoneck, New York 10543 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14386/ January 17, 1978 


NOTICE OF FILING OF PROPOSED RULE CHANGE 
BY THE AMERICAN STOCK EXCHANGE, INC. 


File No. SR-Amex 77-40 


The American Stock Exchange, Inc. (‘‘Amex’’) 
submitted on January 3, 1978 a proposed rule change 
under Rule 19b-4 to amend paragraph (c)(vii) of Amex 
Rule 5 which outlines the situations where an Amex 
member may effect transactions, over-the-counter, in 
equity securities admitted to dealings on that 
exchange. The proposed amendment would expand 
the current exemption set forth in Rule 5(c)(vii) to 
include stocks in which the Amex has halted trading 
for more than thirty days. 
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Publication of the submission is expected to be made 
in the Federal Register during the week of January 23, 
1978. In order to assist the Commission to determine 
whether to approve the proposed rule change or 
institute proceedings to determine whether the 
proposed rule change should be disapproved, 
interested persons are invited to submit written data, 
views, and arguments concerning the submission 
within 21 days from the date of publication in the 
Federal Register. Persons desiring to make written 
submissions should file six copies thereof with the 
Secretary of the Commission, Securities and Exchange 
Commission, 500 North Capito! Street, Washington, 
D.C. 20549. Reference should be made to File No. 
SR-Amex-77-40. 


Copies of the submission and all subsequent 
amendments, and copies of all written statements with 
respect to the proposed rule change which are filed 
with the Commission and all written communications 
relating to the proposed rule change between the 
Commission and any person other than those which 
may be withheld from the public in accordance with 
the provisions of Section 552 of Title 5, United States 
Code will be available for inspection and copying at 
the Commission’s Public Reference Room, 1100 L 
Street, N.W., Washington, D.C. Copies of the filing 
and of any subsequent amendments will also be 
available at the principal office of the above-mentioned 
self-regulatory organization. 


For the Commission by the Division of Market 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14387/ January 17, 1978 


NOTICE OF FILING OF PROPOSED RULE CHANGE 
BY THE NEW YORK STOCK EXCHANGE, INC. 


File No. SR-NYSE-77-38 


The New York Stock Exchange, 
submitted on January 6, 1978 a proposed rule change 
under Rule 19b-4 to adopt a fee schedule relating to 
requests for extensions of time within which to comply 
with Regulation T, the FOCUS feedback service, the 
maintenance of records relating to all registered 
employees, allied members and approved persons, 


Inc. (‘‘NYSE’’) 





NYSE directory and guide subscriptions, and NYSE 
interpretation handbook service subscriptions. 


The foregoing rule change has become effective, 
pursuant to Section 19(b)(3)(A) of the Securities 
Exchange Act of 1934. At any time within sixty days of 
the filing of such proposed rule change, the 
Commission may summarily abrogate such rule 
change if it appears to the Commission that such 
action is necessary or appropriate in the public 
interest, for the protection of investors, or otherwise in 
furtherance of the purposes of the Securities Exchange 
Act of 1934. 


Publication of the submission is expected to be made 
in the Federal Register during the week of January 23, 
1978. Interested persons are invited to submit written 
data, views and arguments concerning the submission 
within 21 days from the date of publication in the 
Federal Register. Persons desiring to make written 
submissions should file six copies thereof with the 
Secretary of the Commission, Securities and Exchange 
Commission, 500 North Capitol Street, Washington; 
D.C. 20549. Reference should be made to File No. 
SR-NYSE-77-38. 


Copies of the submission and all subsequent 
amendments, and copies of all written statements with 
respect to the proposed rule change which are filed 
with the Commission and all written communications 
relating to the proposed rule change between the 
Commission and any other person other than those 
which may be withheld from the public in accordance 
with the provisions of Section 552 of Title 5, United 
States Code will be available for inspection and 
copying at the Securities and Exchange Commission’s 
Public Reference Room, 1100 L Street, NW, 
Washington, D.C. Copies of the filing and of any 
subsequent amendments will also be available at the 
principal office of the above-mentioned self-regulatory 
organization. 


For the Commission by the Division of Market 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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SEE 


SECURITIES ACT OF 1933 
Releace No. 5898/ January 18, 1978 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14389/ January 18, 1978 


NOTICE OF EFFECTIVENESS OF A PROPOSED 
RULE CHANGE BY THE OPTIONS CLEARING 
CORPORATION 


(File No. SR-OCC-77-14) 


The Options Clearing Corporation (‘‘OCC’’) submitted 
on December 27, 1977, a proposed rule change, 
amending its By-Laws and Rules to establish the office 
of Chairman as Chief Executive Officer and 
Management Director of OCC. 


The foregoing rule change has become effective 
pursuant to Section 19(b)(3)(A) of the Securities 
Exchange Act of 1934 and Rule 19b-4 thereunder. At 
any time within sixty days of the filing of such 
propesed rule change, the Commission may summarily 
abrogate the rule change if it appears to the 
Commission that such action is necessary or 
appropriate in the public interest, for the protection of 
investors, or otherwise in furtherance of the purposes 
of the Securities Exchange Act of 1934. 


Publication of the submission is expected to be made 
in the Federal Register during the week of January 23, 
1978. Interested persons are invited to submit written 
data, views and arguments concerning the submission 
within twenty-one days from the date of publication in 
the Federal Register. Persons desiring to make written 
submissions should file six copies thereof with the 
Secretary of the Commission, Securities and Exchange 
Commission, 500 North Capito! Street, Washington, 
D.C. 20549. Reference should be made to File No. 
SR-OCC-77-14. 


Copies of the submission, with accompanying exhibits, 
and of all written comments will be available for public 
inspection at the Securities and Exchange Commis- 
sion’s Public Reference Room, 1100 L Street, N.W., 
Washington, D.C. Copies of the filing will also be 
available at the principal office of the above-mentioned 
self-regulatory organization. 


For the Commission by the Division of Market 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 14390/ January 18, 1978 


NOTICE OF EFFECTIVENESS OF A PROPOSED 
RULE CHANGE BY THE PACIFIC CLEARING 
CORPORATION 


(File No. SR-PCC-77-2) 


The Pacific Clearing Corporation submitted on 
December 23, 1977, a proposed rule change to amend 
its fee schedule. 


The foregoing rule change has become effective 
pursuant to Section 19(b)(3)(A) of the Securities 
Exchange Act of 1934 and Rule 19b-4 thereunder. At 
any time within sixty days of the filing of such 
proposed rule change, the Commission may summarily 
abrogate the rule change if it appears to the 
Commission that such action is necessary or 
appropriate in the public interest, for the protection of 
investors, or otherwise in furtherance of the purposes 
of the Securities Exchange Act of 1934. 


Publication of the submission is expected to be made 
in the Federal Register during the week of January 23, 
1978. Interested persons are invited to submit written 
data, views and arguments concerning the submission 
within twenty-one days from the date of publication in 
the Federal Register. Persons desiring to make written 
submissions should file six copies thereof with the 
Secretary of the Commission, Securities and Exchange 
Commission, 500 North Capitol Street, Washington, 
D.C. 20549. Reference should be made to File No. 
SR-PCC-77-2. 


Copies of the submission, with accompanying exhibits, 
and of all written comments will be available for public 
inspection at the Securities and Exchange Commis- 
sion’s Public Reference Room, 1100 L Street, N.W., 
Washington, D.C. Copies of the filing will also be 
available at the principal office of the above-mentioned 
self-regulatory organization. 


For the Commission by the Division of Market 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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Administrative Proceeding File No. 3-5263 
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In the Matter of 
HYGRADE FOOD PRODUCTS CORPORATION 
(81-270) 


ORDER GRANTING APPLICATION PURSUANT TO 
SECTION 12(h) OF THE 1934 ACT 


The Securities and Exchange Commission has issued 
an order granting the application of Hygrade Food 
Products Corporation, for an exemption from the 
reporting requirements of Section 15(d) of the 
Securities Exchange Act of 1934. It appears to the 
Commission that the requested exemption is not 
inconsistent with the public interest or the protection 
of investors. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14392/ January 19, 1978 


The Securities and Exchange Commission has issued a 
notice giving interested persons until February 3, 1978 
to request a hearing on an application by Cyanamid 
International Development Corporation (the ‘‘Appli- 
cant’’) a wholly-owned subsidiary of American 
Cyanamid Company, pursuant to Section 12(h) of the 
Securities Exchange Act of 1934, for an order 
exempting the Applicant from the reporting 
requirements of Section 13 of that Act. The Applicant 
was organized for the principal purpose of obtaining 
funds for foreign subsidiaries and affiliated companies 
of Applicant and Cyanamid. The Applicant’s 5-3/4% 
Guaranteed Sinking Fund Debenture due 1980 are 
listed on the New York Stock Exchange, where only 
limited trading has occurred. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14393/ January 19, 1978 


In the Matter of 

THE DEPOSITORY TRUST COMPANY 
55 Water Street 

New York, New York 10041 


(SR-DTC-77-8) 





ORDER APPROVING RULE CHANGE SUBMITTED 
BY THE DEPOSITORY TRUST COMPANY TO 
PERMIT THE INCLUSION OF MUNICIPAL BONDS 
IN DTC. 


On August 25, 1977, the Depository Trust Company 
(‘‘DTC’’) submitted, pursuant to Rule 19b-4 under the 
Securities Exchange Act of 1934 (the ‘‘Act’’), a 
proposed rule change to include interchangeable 
municipal bonds in DTC. As a result, participants in 
DTC will be able to deposit interchangeable municipal 
bonds deemed eligible for the program and thereafter 
effect receipt and delivery of such securities with other 
participants upon instructions made to, and book entry 
effected at, DTC. The proposal also enables a 
participant to withdraw a municipal security from DTC 
in either bearer or registered form. In connection with 
the proposed rule change, DTC requested that the 
Commission continue its finding pursuant to 
paragraph (g) of Rules 8c-1 and 15c2-1 under the Act 
17 CFR 249.8c-1(g) and 15c2-1(g), that the 
agreements, provisions and safeguards established by 
DTC are adequate for the protection of investors. 


In accordance with Section 19(b) of the Act and Rule 
19b-4 thereunder, notice of the proposed rule change 
was published in the Federal Register (42 F.R. 45399 
(September 9, 1977)), and the public was invited to 
comment thereon. Notice of the filing and an invitation 
for comments also appeared in Securities Exchange 


Act Release No. 13929, (September 2, 1977). The only 
letter of comment received was from the Public 
Securities Association and expressed support for the 
proposed rule change. 


In a letter dated January 6, 1978, DTC further 
described the safeguards that will apply to the 
operation of the proposed service. 


The Commission has reviewed the submission and 
finds, pursuant to paragraph (g) of Rules 8c-1 and 
15c2-1 under the Act, that the agreements, provisions 
and safeguards established by DTC are adequate for 
the protection of investors. 


The Commission has, pursuant to Section 17A under 
the Act, considered the anti-competitive impact which 
this proposal may have on other clearing agencies and 
on brokers and dealers and transfer agents. Under the 
proposed rule change, the largest securities depository 
would extend its services for the first time to 
interchangeable municipal bonds. Currently, no other 
depository offers a book entry movement capability for 
municipal securities. No comments were received from 
any clearing agency on the DTC proposal. 
Nevertheless, the Commission has closely examined 
the DTC proposal with respect to possible 
anti-competitive effects on other clearing agencies and 


depositories. The Commission has found that the 
proposal does not contain anti-competitive features, 
such as provisions tying the availability of DTC’s 
present services to the offering of the proposed 
services in municipal securities. Other depositories 
may develop a similar program if they choose to do so. 
Moreover, the proposal does represent a step in the 
immobilization of certain municipal securities and the 
extension to DTC participants of the ability to effect 
receipts and deliveries of these securities through 
book entry. As such, the proposal promotes efficiency 
in the clearance and settlement process and 
contributes to a national system for the prompt and 
accurate clearance and settlement of transactions in 
securities. Furthermore, to the extent securities in 
bearer form are converted to registered form and 
immobilized in depositories, thefts and losses of these 
securities will be reduced. 


The proposal does not on its face have an 
anti-competitive impact upon transfer agents and the 
Commission did not receive any comment from any 
transfer agent. Any transfer agent desiring to 
participate may execute the necessary agreements 
with DTC, but the proposal does have certain 
performance time and other requirements which make 
physical presence in or near DTC a virtual necessity. 
These requirements, however, reflect the safeguards 
DTC has devised to handle deposits and withdrawals 
of municipal bonds in bearer form and the needs of 
participants who wish to achieve overnight withdrawal 
from DTC of a municipal bond in bearer form. 


The Commission does not believe the program would 
impose any anti-competitive impacts upon brokers and 
dealers that would be not necessary or appropriate in 
furtherance of the purposes of the Act. No comments 
from any broker-dealers, writing in an individual 
capacity, were received. As noted above, the Long 
Range Planning Subcommittee of the Public Securities 
Association commented in support of the proposal. 


The Commission’s approval of the proposal comports 
with the Congressional mandate contained in Section 
17A(e) of the Act that ‘‘the Commission use its 
authority under... [the Act] to end the physcial 
movement of securities certificates in connection with 
the settlement among brokers and dealers of 
transactions in securities. ...’’ 


The Commission finds, therefore, that the proposed 
rule change is consistent with the maintenance of fair 
competition among brokers and dealers, clearing 
agencies and transfer agents and does not impose any 
burden on competition not necessary or appropriate in 
furtherance of the purposes of the Act. The 
Commission finds also that the proposed rule change 
is consistent with the requirements of the Act and the 
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rules and regulations thereunder applicable to 
registered clearing agencies, and, in particular, with 
the requirements of Section 17A and the rules and 
regulations thereunder. The Commission will, of 
course, examine this proposal and all of DTC’s rules 
for compliance with the Act at the time it makes its 
determination whether to grant permanent registration 
to DTC. 


IT IS THEREFORE ORDERED, pursuant to Section 
19(b)(2) of the Act, that the proposed rule change 
contained in File No. SR-DTC-77-8 be, and hereby is, 
approved. 


For the Commission. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14394/ January 19, 1978 


In the Matter of 


NEW YORK STOCK EXCHANGE, INC. 
11 Wall Street 
New York, New York 10005 


(SE-NYSE-77-26) 
ORDER APPROVING PROPOSED RULE CHANGE 


On October 7, 1977, the New York Stock Exchange, Inc. 
filed with the Commission, pursuant to Section 19(b) of 
the Securities Exchange Act of 1934 (the ‘‘Act’’), as 
amended by the Securities Acts Amendments of 1975, 
and Rule 19b-4 thereunder, copies of a proposed rule 
change to amend margin requirement Rules 431 and 
432 to ensure that member organizations understand 
that Regulation T supercedes any Exchange margin re- 
quirement, permit member organizations who carry 
options accounts to utilize the Uniform Net Capital 
Rule, and eliminate Form MF-1, the margin require- 
ments met by liquidation form. 


Notice of the proposed rule change together with the 
terms of substance of the proposed rule change was 
given by publication of a Commission Release 
(Securities Exchange Act Release No. 34-14183 
(November 17, 1977)) and by publication in the Federal 
Register (42 Fed. Reg. 60824 (November 29, 1977)). 


The Commission finds that the proposed rule change is 
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consistent with the requirements of the Act and the 
rules and regulations thereunder applicable to national 
securities exchanges, and in particular, the require- 
ments of Section 6 and the rules and regulations there- 
under. 


IT IS THEREFORE ORDERED, pursuant to Section 
19(b)(2) of the Act, that the above-mentioned proposed 
rule change be, and it hereby is, approved. 


For the Commission by the Division of Market Regula- 
tion, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 








PUBLIC UTILITY HOLDING COMPANY 
ACT OF 1935 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20383/January 13, 1978 


In the Matter of 


ALABAMA POWER COMPANY 
Birmingham, Alabama 


(70-6105) 


ORDER AUTHORIZING ISSUANCE AND SALE OF 
FIRST MORTGAGE BONDS AT COMPETITIVE 
BIDDING 


Alabama Power Company (“Alabama”), a public-utility 
subsidiary company of. The Southern Company, a 
registered holding company, has filed an application 
and amendments thereto with this Commission 
pursuant to Section 6(b) of the Public Utility Holding 
Company Act of 1935 (“Act”) and Rule 50 promulgated 
thereunder regarding the following proposed trans- 
action. 


Alabama proposes to issue $100,000,000 principal 
amount of its First Mortgage Bonds of a series having 
a term of not less than five years nor more than 30 
years and to sell such bonds at competitive bidding 
for the best price obtainable, but for a price to 
Alabama of not less than 98% nor more than 101-%4% 
of the principal amount thereof plus accrued interest. 
The new bonds will be issued under the Indenture 
dated as of January 1, 1942, between Alabama and 





Chemical Bank, as Trustee, as heretofore sup- 
plemented by various indentures supplemental thereto 
and as to be further supplemented as a Supplemental 
Indenture to be dated as of February 1, 1978. 


Alabama states that it is difficult to determine, under 
present bond market conditions, whether it would be 
more advantageous to Alabama to sell new bonds 
having a 30-year or some shorter term. Alabama states 
that it is in the public interest that Alabama be afforded 
the necessary flexibility to adjust its financing program 
to developments in the markets for long-term debt 
securities when and as they occur in order to obtain the 
best possible price, interest rate, and term for its new 
bonds. Alabama proposes, therefore, that 


Alabama decide on the term of the new bonds after the 
date of public invitation for proposals and then notify 
prospective bidders by telephone, confirmed in 
writing, of its decision, not less than 72 hours prior to 
the time of the bidding. 


Alabama intends to use the proceeds from the sale of 
the new bonds, along with other funds, in financing its 
1978 construction costs, estimated at $494,390,000, in 
paying a portion of notes payable incurred for such 
purpose, and in retiring $10,345,000 principal amount 
of first mortgage bonds. 


The fees and expenses to be incurred in connection 
with this transaction are estimated at $355,000, 
including legal fees of $45,000, accountants’ fee of 
$8,000, and charges of the system service company, at 
cost, of $7,000. The fee of counsel for the purchasers 
of the new bonds is estimated at $17,500 and is to be 
paid by the successful bidders. The issuance and sale 
of the new bonds have been expressly authorized by 
the Alabama Public Service Commission. No other 
state or federal commission, other than this 
Commission, has jurisdiction over the proposed 
transaction. 


Due notice of the filing of said application has been 
given in the manner prescribed in Rule 23 promulgated 
under the Act (HCAR No. 20320), and no hearing has 
been requested of or ordered by the Commission. Upon 
the basis of the facts in the record, it is hereby founc 
that the applicable standards of the Act and the rules 
thereunder are satisfied and that no adverse findings 
are necessary; and that it is appropriate in the public 
interest and in the interest of investors and consumers 
that said application, as amended, be granted: 


IT IS ORDERED, pursuant to the applicable provisions 
of the Act and rules thereunder, that said application, 
as amended, be, and it hereby is, granted, effective 
forthwith, subject to the terms and conditions 
prescribed in Rules 24 and 50 promulgated under the 
Act. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20384/January 13, 1978 


In the Matter of 


NATIONAL FUEL GAS COMPANY 
New York, New York 


NATIONAL FUEL GAS DISTRIBUTION CORPORATION 
Buffalo, New York 


SENECA RESOURCES CORPORATION 
Oil City, Pennsylvania 


(70-6104) 


ORDER AUTHORIZING ISSUANCE AND SALE OF 
BANK NOTES AND/OR COMMERCIAL PAPER BY 
HOLDING COMPANY AND ISSUANCE AND SALE OF 
SHORT-TERM NOTES TO HOLDING COMPANY BY 
SUBSIDIARY COMPANIES 


National Fuel Gas Company (“National”), a registered 
holding company, and two of its subsidiary 
companies, National Fuel Gas Distribution Corpora- 
tion (“Distribution”) and Seneca Resources Corpora- 
tion (“Seneca”), have filed an application-declaration 
and an amendment thereto with this Commission 
pursuant to Sections 6(a), 7, 9(a), 10, and 12(b) of the 
Public Utility Holding Company Act of 1935 (“Act”) and 
Rule 50(a)(5) promulgated thereunder regarding the 
following proposed transactions. 


National proposes, from time to time through 
December 31, 1978, to issue and sell notes to banks 
and/or commercial paper in the aggregate principal 
amount at any one time outstanding of not more than 
$23,000,000. Such commercial paper will be sold by 
National directly to A.G. Becker & Co., Incorporated 


(‘Becker’), a dealer in commercial paper, in 
denominations of not less than $25,000 with varying 
maturities not to exceed nine months. The commercial 
paper will not be prepayable prior to maturity. No 
commission will be payable in connection with the 
issuance and sale of the commercial paper; however, 
Becker will reoffer and sell the commercial paper at a 
discount rate of 1/8 of 1% per annum less than the 
prevailing discount rate to the company. Becker, in 
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reoffering the commercial paper, will limit the reoffer 
and sale to not more than 200 buyers of commercial 
paper identified and designed in a list (nonpublic) 
prepared in advance. It is anticipated that the 
commercial paper will be held by the buyers to 
maturity; however, Becker may, if desired, repurchase 
the commercial paper and reoffer it to others on said 
list of buyers. 


It is stated that the decision to issue bank notes or 
commercial paper is at National’s discretion, except 
that if the effective interest cost for commercial paper 
exceeds the cost of equivalent borrowings from The 
Chase Manhattan Bank, N.A. (“Chase’’) on the date of 
issue, National will resort to bank loans. The proposed 
unsecured notes will be issued to Chase, will mature in 
90 days, will be payable at any time without premium, 
and will bear interest based on the Chase prime rate as 
it fluctuates from time to time. National has informally 
agreed with Chase to maintain average balances of 
20% of the average loans outstanding; however, the 
average balances maintained for normal operating 
needs are sufficient to cover these amounts. Assuming 
an average balance of 20% were required, the effective 
cost of money, based on a 7.75% prime rate, would be 
9.6875%. There will be no commitment fee or any 
closing or related costs in connection with the above 
borrowings. 


National proposed to use the proceeds from the sale of 
its short-term bank notes and/or commercial paper to 
acquire for cash from time to time up to $20,000,000 
aggregate principal amount at any one time 
outstanding of short-term unsecured notes from 
Distribution and up to $3,000,000 aggregate principal 
amount at any one time outstanding of short-term 
unsecured notes from Seneca. Each such note will be 
dated the same date and bear the same effective 
interest rate as the related short-term note and/or 
commercial paper of National. Each note related to a 
short-term note of National will mature within twelve 
months from its date of issue, with interest payable 
quarterly until the principal amount is paid in full. Each 
note related to National’s commercial paper will mature 
within nine months from its date of issue, with interest 
payable quarterly until the principal amount is paid in 
full. Distribution and Seneca will have the option, after 
payment of all notes of prior maturity, to prepay any 
note issued pursuant to this transaction at any time or 
from time to time, in whole or in part, without 
premium, upon payment of all interest accrued on the 
principal amount so prepaid to the date of such 
prepayment. 


Distribution intends to use the proceeds from the sale 
of its notes for additional working capital, including 
working capital in connection with deferred gas costs. 
Seneca intends to use the proceeds from the sale of its 
notes for additional working capital. 
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National tentatively intends to repay the $23,000,000 
through moneys received from subsidiary oerations, 
bank loans, or the sale of long-term securities. 


National requests exception from the competitive 
bidding requirements of Rule 50 for the proposed issue 
and sale of its commercial paper pursuant to paragraph 
(a)(5) thereof and also requests authority to file 
certificates under Rule 24 with respect to the proposed 
transactions on a quarterly basis. 


The fees and expenses to be incurred in connection 
with the proposed transactions are estimated at 
$6,600, including counsel fees of $4,500. No state or 
federal commission, other than this Commission, has 
jurisdiction over the proposed transactions. 


Due notice of the filing of said application-declaration 
has been given in the manner prescribed in Rule 23 
promulgated under the Act (HCAR No. 20321), and no 
hearing has been requested of or ordered by the 
Commission. Upon the basis of the facts in the record, 
it is hereby found that the applicable standards of the 
Act and the rules thereunder are satisfied and that no 
adverse findings are necessary; and that it is 
appropriate in the public interest and in the interest of 
investors and consumers that said application-declara- 
tion, as amended, be granted and permitted to become 
effective: 


IT IS ORDERED, pursuant to the applicable provisions 


of the Act and rules thereunder, that said 
application-declaration, as amended, be, and it hereby 
is, granted and permitted to become effective 
forthwith, subject to the terms and conditions 
prescribed in Rule 24 promulgated under the Act, 
except that the time for filing the certification 
thereunder with respect to the proposed transactions is 
extended as requested so as to allow filing on a 
quarterly basis. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20385/January 13, 1978 


In the Matter of 


CENTRAL AND SOUTH WEST CORPORATION 
Wilmington, Delaware 





CENTRAL POWER AND LIGHT COMPANY 
Corpus Christi, Texas 


SOUTHWESTERN ELECTRIC POWER COMPANY 
Shreveport, Louisiana 


PUBLIC SERVICE COMPANY OF OKLAHOMA 
Tulsa, Oklahoma 


WEST TEXAS UTILITIES COMPANY 
Abilene, Texas 


CSR SERVICES, INC. 
Dallas, Texas 


(70-5930) 


ORDER AUTHORIZING INCREASE IN SHORT-TERM 
BORROWING AUTHORITY 


Central and South West Corporation (“CSW”), a 
registered holding company, and five of its subsidiary 
companies, Central Power and Light Company, CSR 
Services, Inc., Southwestern Electric Power Company, 
West Texas Utilities Company, and Public Service 
Company of Oklahoma (collectively, the ‘“subsid- 
iaries”), have filed a fourth post-effective amendment 
to their application-declaration previously filed with 
this Commission pursuant to Sections 6, 7, 9(a), 10, 
12(b) and 12(f) of the Public Utility Holding Company 
Act of 1935 (“Act”) and Rules 43, 45 and 50 
promulgated thereunder regarding the following 
proposed transaction. 


By order dated December 30, 1976 (HCAR No. 19829), 
this Commission, among other things, authorized 
CSW and the subsidiaries to establish a system money 
pool to coordinate their short-term borrowings and to 
make borrowings outside the money pool from banks 
and through the issuance of commercial paper through 
July 1, 1978. The borrowing limits established in said 
order were $115,000,000 with respect to the issuance 
and sale of commercial paper and $102,020,000 with 
respect to loans from banks, with total borrowings not 
to exceed $115,000,000. 


By their fourth post-effective amendment filed in this 
proceeding applicants-declarants propose that the 
total borrowing authorization (i) be increased from 
$115,000,000 to $135,000,000 in any event; (ii) be 
increased by an additional $25,000,000 in the event of a 
delay .beyond January 30, 1978, in the sale of the 
$70,000,000 intermediate-term Project Bonds of Public 
Service Company of Oklahoma, which bonds are the 
subject of a separate proceeding before this 
Commission (File No. 70-6092), and (iii) be increased 
by an additional $65,000,000 in the event of a delay 
beyond mid-March 1978, in the sale of 7,000,000 


shares of CSW’s common stock contemplated for that 
time, which sale would be expected to produce 
approximately $105,000,000 in net proceeds. 


It is stated that CSW’s bank lines involve no formal 
compensating balance arrangements and that such 
arrangements might be necessary if bank lines were 
increased pursuant to the proposed increased 
borrowing authorization. CSW therefore requests 
authority to have compensating balances not in excess 
of 10% for bank lines of credit. The amount of any 
compensating balances would be in addition to the 
amount of borrowings otherwise requested. Assuming 
a prime rate of 7-%4%, a 10% compensating balance 
requirement would produce an effective borrowing cost 
of approximately 8.61%. 


The record is incomplete with respect to the fees and 
expenses to be incurred in connection with the 
proposed transaction. No state commission and no 
federal commission, other than this Commission, has 
jurisdiction over the proposed transaction. 


Due notice of the filing of said post-effective 
amendment to the application-declaration has been 
given in the manner prescribed in Rule 23 promulgated 
under the Act (HCAR No. 20234), and no hearing has 
been requested of or ordered by the Commission. Upon 
the basis of the facts in the record, it is hereby found 
that the applicable standards of the Act and the rules 
thereunder are satisfied and that no adverse findings 
are necessary; and that it is appropriate in the public 
interest and in the interest of investors and consumers 
that said application-declaration, as amended, be 
granted and permitted to become effective: 


IT IS ORDERED, pursuant to the applicable provisions 
of the Act and rules thereunder, that said 
application-declaration, as amended by said post- 
effective amendment, be, and it hereby is, granted and 
permitted to become effective forthwith, subject to the 
terms and conditions prescribed in Rule 24 
promulgated under the Act, except that certificates 
thereunder shall be filed quarterly, and subject further 
to the reservation of jurisdiction ordered below. 


IT iS FURTHER ORDERED that jurisdiction be, and it 
hereby is, reserved with respect to the fees and 
expenses to be incurred in connection with the 
proposed transaction. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20386/January 16, 1978 


In the Matter of 


JERSEY CENTRAL POWER & LIGHT COMPANY 
Morristown, New Jersey 


(70-6106) 


ORDER AUTHORIZING ISSUANCE AND SALE OF 
FIRST MORTGAGE BONDS AT COMPETITIVE 
BIDDING 


Jersey Central Power & Light Company (“Jersey 
Central”), an électric utility subsidiary company of 
General Public Utilities Corporation, a registered 
holding company, has filed with this Commission an 
application and an amendment thereto pursuant to 
Section 6(b) of the Public Utility Holding Company Act 
of 1935 (“Act”) and Rule 50 promulgated thereunder 
regarding the following proposed transaction. 


Jersey Central proposes to issue and sell, subject to 
the competitive bidding requirements of Rule 50 under 
the Act, up to $50,000,000 principal amount of First 
Mortgage Bonds (“Bonds”), to mature in 30 years. The 
interest rate (which will be a multiple of 1/8 of 1%) and 
the price (which will be not less than 98% and not more 
than 101% of the principal amount of the Bonds, plus 
accrued interest from February 1, 1978, to the date of 
delivery) will be determined by competitive bidding. 
The Bonds will be issued under the Indenture, dated as 
of March 1, 1946, between Jersey Central and Citibank, 
N.A., Trustee, as heretofore supplemented and 
amended, and as to be further supplemented and 
amended by a Thirty-Second Supplemental Indenture 
to be dated as of January 20, 1978. None of the Bonds 
may be redeemed at the option of Jersey Central prior 
to February 1, 1983, if the funds for such redemption 
are obtained at an interest cost lower than the yield of 
the Bonds, except under certain circumstances. 


The proceeds (exclusive of any premium or discount 
and accrued interest) from the sale of the Bonds will be 
applied to the payment at or before maturity of a 
portion of Jersey Central’s $10,000,000 of short-term 
bank loans expected to be outstanding at the date of 
sale of the Bonds, or for construction purposes. The 
estimated cost of Jersey Central’s 1978 construction 
program is $365,000,000 (including allowance for funds 
used during construction). At December 5, 1977, 
Jersey Central has short-term bank loans outstanding 
of $10,000,000. 


It is stated that at November 30, 1977, Jersey Central 
has property additions sufficient to permit it to issue 
only approximately $42,000,000 principal amount of 
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first mortgage bonds. Jersey Central expects to issue 
approximately $42,000,000 principal amount of the 
Bonds against property additions to the extent 
available and the remaining $8,000,000 principal 
amount against the deposit of cash with the Trustee 
from the proceeds of the sale of the Bonds. Jersey 
Central would withdraw such cash from the Trustee 
during the first quarter of 1978 against property 
additions as they become available. The consumation 
of transactions relating to the transfer of interests in 
the Three Mile Island and Forked River nuclear 
generating stations between Jersey Central and its 
affiliates, which transfer is the subject of another 
application with this Commission (File No. 70-5951), 
would give rise to property additions sufficient to 
permit Jersey Central to issue $165,000,000 principal 
amount of additional first mortgage bonds. 


The fees and expenses to be incurred in connection 
with the proposed transaction are estimated at 
$160,000, including printing expenses of $65,000 and 
legal fees of $34,000. The fees and expenses of counsel 
for the underwriters, to be paid by the successful 
bidders, are estimated at $22,000. The Board of Public 
Utilities of the State of New Jersey has authorized the 
proposed transaction. No other state commission and 
no federal commission, other than this Commission, 
has jurisdiction over the proposed transaction. 


Due notice of the filing of said application has been 
given in the manner prescribed in Rule 23 promulgated 
under the Act (HCAR No. 20318), and no hearing has 
been requested of or ordered by the Commission. Upon 
the basis of the facts in the record, it is hereby found 
that the applicable standards of the Act and the rules 
thereunder are satisfied and that no adverse findings 
are necessary; and that it is appropriate in the public 
interest and in the interest of investors and consumers 
that said application, as amended, be granted: 


IT IS ORDERED, pursuant to the applicable provisions 
of the Act and rules thereunder, that said application, 
as amended, be, and it hereby is, granted subject to 
the terms and conditions prescribed in Rules 24 and 50 
promulgated under the Act. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20387/January 16, 1978 





In the Matter of 


THE NARRAGANSETT ELECTRIC COMPANY 
280 Melrose Street 
Providence, Rhode Island 02901 


(70-6109) 
NOTICE OF PROPOSED SALE OF UTILITY ASSETS 


NOTICE IS HEREBY GIVEN that The Narragansett 
Electric Company (‘‘Narragansett”), an electric utility 
subsidiary company of New England Electric System, a 
registered holding company, has filed a declaration with 
this Commission pursuant to the Public Utility Holding 
Company Act of 1935 (“Act”), designating Section 
12(d) of the Act and Rule 44 promulgated thereunder as 
applicable to the proposed transaction. All interested 
persons are referred to the declaration, which is 
summarized below, for a complete statement of the 
proposed transaction. 


Narragansett proposes to sell to Blackstone Valley 
Electric Company (“Blackstone”), an electric utility 
subsidiary company of Eastern Utilities Associates, a 
registered holding company, certain electric facilities 
(“Facilities”) located in Smithfield and Woonsocket, 
Rhode Island, which had been constructed and were 
used by Narragansett to supply bulk power to 
Blackstone’s Riverside Substation in Woonsocket 


The Facilities are composed of a 2.6 mile section of 115 
KV transmission line, designated U-147, constructed in 
the early 1940’s and extending from Narragansett’s 
Woonsocket Substation in North Smithfield, Rhode 
Island to Roverside Junction in Woonsocket, together 
with associated rights in real property. In 1963 this 
U-147 line was also utilized for through transmission of 
bulk power by connection to a newly constructed 
transmission line designated D-182 which terminated 
at New England Power Company’s Brayton Point 
Station in Somerset, Massachusetts. In 1974 a portion 
of the D-182 line was dismantled to make room for a 
new 345 KV line, designated No 315. When line No. 315 
became operational in August, 1974, Narragansett no 
longer had a need for the U-147 line. Blackstone, 
however, can utilize the U-147 line supply its Riverside 
Substation. 


An agreement has been executed under which, subject 
to necessary corporate and regulatory approvals, 
Narragansett will transfer to Blackstone the Facilities 
for a price equal to net book value (defined as original 
cost, $162,362, less depreciation accrued to the date of 
transfer) plus a sum to be determined by formula 
covering Narragansett’s cost of owning the Facilities 
from the date of preliminary agreement to sell (August 
24, 1974) to the date of transfer. On December 31, 1976, 
the Faclities has a net book value of approximately 


$118,390. Under the agreement, Blackstone would also 
assume responsibility for Narragansett’s costs 
incurred in effecting the transfer of title to the 
Facilities up to $5,000. Against the purchase price is to 
be credited $4,400 representing the agreed estimated 
cost of labor and materials for completing present 
accumulated maintenance. As of October 30, 1977, the 
purchase price would have been approximately 
$203,160. 


The fees and expenses to be incurred in connection 
with the proposed transaction are estimated at $7,000, 
including $5,000 of services to be performed at cost by 
New England Power Service Company, an affiliate of 
Narragansett. It is stated that the Rhode Island 
Division of Pubic Utilities and Carriers has jurisdiction 
over the sale and purchase of the Facilities, and that 
Federal Energy Regulatory Commission has juris- 
diction over the purchase of the Facilities by 
Blackstone. No other state commission and no other 
federal commission, other than this Commission, has 
jurisdiction over the proposed transaction. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than February 9, 1978, request in 
writing that a hearing be held on such matter, stating 
the nature of his interest, the reasons for such request, 
and the issues of fact or law raised by said declaration 


which he desires to controvert; or he may request that 


he be notified if the Commission should order a 
hearing thereon. Any such request should be 
addressed: Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549. A copy of such 
request should be served personally or by mail upon 
the declarant at the above-stated address and proof of 
service (by affidavit or, in case of an attorney at law, by 
certificate) should be filed with the request. At any 
time after said date, the declaration, as filed or as it 
may be amended, may be permitted to become 
effective as provided in Ruie 23 of the General Rules 
and Regulations promulgated under the Act, or the 
Commission may grant exemption from such rules as 
provided in Rules 20(a) and 100 thereof or take such 
other action as it may deem appropriate. Persons who 
request a hearing or advice as to whether a hearing is 
ordered will receive any notices and orders issued in this 
matter, including the date of the hearing (if ordered) and 
any postponements thereof. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20388/January 17, 1978 


In the Matter of 


EASTERN UTILITIES ASSOCIATES 
P.O. Box 2333 
Boston, Massachusetts 02107 


BLACKSTONE VALLEY ELECTRIC COMPANY 
P.O. Box 1111 
Lincoln, Rhode Island 02865 


BROCKTON EDISON COMPANY 
36 Main Street 
Brockton, Massachusetts 02403 


FALL RIVER ELECTRIC LIGHT COMPANY 
85 North Main Street 
Fall River, Massachusetts 02722 


MONTAUP ELECTRIC COMPANY 
P.O. Box 391 
Fall River, Massachusetts 02722 


(70-5388) 


NOTICE OF PROPOSED EXTENSION OF BANK 
BORROWING BY SUBSIDIARY COMPANY 


NOTICE IS HEREBY GIVEN that Eastern Utilities 
Associates (‘‘EUA’’), a registered holding company, 
and its electric utility subsidiary companies, Blackstone 
Valley Electric Company (‘‘Blackstone’’), Brockton 
Edison Company (‘‘Brockton’’), Fall River Electric 
Light Company (‘‘Fall River’’) and Montaup Electric 
Company (‘‘Montaup’’), have filed a post-effective 
amendment to their application-declaration, as 
previously filed and amended in this proceeding with 
this Commission designating Sections 6(a), 7, 9(a), 10, 
12(b), 12(c) and 12(f) of the Act and Rules 43(a) and 
45(a) promulgated thereunder as applicable to the 
proposed transactions. All interested persons are 
referred to the application-declaration, as further 
amended by said post-effective amendment, which is 
summarized below, for a complete statement of the 
proposed transaction. 


The transactions dealt with by the original application 
have, insofar as hereto relevant, been duly authorized 
and consummated. The post-effective amendment 
deals only with a proposed extention of the maturity of 
a bank loan of Blackstone’s, which was one of the 


original series of transactions. As a part of this 
reorganization program, Blackstone has been author- 
ized in this proceeding (order dated February 19, 1975 
(HCAR NO. 18817) to borrow $25,000,000 from the 
Chase Manhattan Bank (N.A.) (‘‘Chase’’). Blackstone 
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originally issued Chase its note in that amount, 
maturing on February 16, 1976, and bearing interest at 
115% of the prime rate in effect at Chase from time to 
time. By orders dated February 12, 1976 and February 
8, 1977 (HCAR No. 19386 and 19880) Blackstone was 
authorized to extend the maturity of the note, in each 
instance for approximately one year. The note now 
matures on February 6, 1978. The note is secured by a 
second mortgage on certain properties of Blackstone, 
said second mortgage being subject, among other 
encumbrances, to the prior lien of Blackstone’s 
Indenture of Mortgage and Deed of Trust dated as of 
November 1, 1943. No compensating balance is 
required in connection with this borrowing. 


Proceeds of the loan have been used by Blackstone to 
reduce open account advances to Blackstone from EUA. 
EUA applied the funds so received to reduce its 
short-term borrowings. 


By post-effective amendment filed in this proceeding, it 
is now proposed that the term of the Chase note be 
further extended to mature on or about February 1, 
1979. The interest rate will continue to be the prime as 
defined. No compensating balance will be required in 
connection with the extension of the Chase loan. 
Assuming a prime rate at Chase of 8%, the effective 
interest cost of the note, as revised and extended, 
would be 9.775%. It is stated that Blackstone had 
originally intended to convert that Chase note into a 
longer term secured obligation, but that restrictions on 
consolidated capitalization ratios contained in EUA’s 
bond indenture make it impossible at the present time 
to extend the Chase note for more than one year. 


It is stated that the Public Utilities Commission of 
the State of Rhode Island has jurisdiction over the 
proposed extension of the Chase loan to Blackstone and 
that no other state commission and no _ federal 
commission, other than this Commission, has 
jurisdiction over the proposed transaction. Any fees 
and expenses to be incurred in connection with the 
proposed transaction will be supplied by amendment. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than February 3, 1978, request in 
writing that a hearing be held on this matter, stating 
the nature of his interest, the reasons for such request, 
and the issues of fact or law raised by saig 
application-declaration, as further amended by said 
post-effective amendment, which he desires to 
controvert; or he may request that he be notified if 
the Commission should order a hearing thereon. Any 
such request should be addressed: Secretary, 
Securities and Exchange Commission, Washington, 
D.C. 20549. A Copy of such request should be served 
personally or by mail upon the applicants-declarants 
EUA and Blackstone at the above-stated addresses. 





and proof of service (by affidavit or, in case of an 
attorney at law, by certificate) should be filed with the 
request. At any time after said date, the 
application-declaration, as further amended by said 
post-effective amendment, or as it may be further 
amended, may be granted and permitted to become 
effective as provided in Rule 23 of the General Rules 
and Regulations promulgated under the Act, or the 
Commission may grant exemption from such rules as 
provided in Rules 20(a) and 100 thereof or take such 
other action as it may deem appropriate. Persons who 
request a hearing or advice as to whether a hearing is 
ordered will receive any notices and orders issued in 
this matter, including the date of the hearing (if 
ordered) and any postponements thereof. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20389/ January 18, 1978 


In the Matter of 


AMERICAN ELECTRIC POWER COMPANY, INC. 
New York, New York 


(70-5708) 


ORDER AUTHORIZING HOLDING COMPANY TO 
ACT AS SURETY FOR SUBSIDIARY COMPANY 


American Electric Power Company, Inc. (‘‘AEP’’), a 
registered holding company, has filed with this 
Commission a post-effective amendment to the declara- 
tion previously filed in this proceeding pursuant to 
Sections 12(b) and 12(f) of the Public Utility Holding 
Company Act of 1935 (‘‘Act’’) and Rule 45(b)(3) pro- 
mulgated thereunder regarding the following proposed 
transaction. 


By order dated August 25, 1975 (HCAR No. 19141), the 
Commission authorized AEP to act as surety for its 
electric utility subsidiary company, Appalachian Power 
Company (‘‘Appalachian’’), in connection with certain 
Appalachian rate proceedings pending before the 
Public Service Service Commission of West Virginia 
(‘‘state commission’) in amounts not to exceed 
$30,600,000 and $14,645,000. 


AEP now amends its declaration to request approval of 
a supersedeas bond that was posted with the state 
commission on November 28, 1977, in the amount of 
$46,401,000 by AEP acting as surety and Appalachian 
acting as principal pursuant to the provisions of Rule 
45(b)(3) under the Act. The bond was posted to satisfy 
an order of the United States Supreme Court (‘‘Court’’) 
in the case of Appalachian Power Company v. The 
Public Service Commission of West Virginia staying the 
order of the state commission that Appalachian make 
refunds to its customers in West Virginia of certain 
previously collected increased rates pending action by 
the Court on the jurisdictional statement filed by 
Appalachian in respect of its appeal in the case. AEP 
will make no charge to Appalachian for acting as surety 
on the supersedeas bond, in which case Appalachian 
will save the cost of employing a commercial surety 
estimated to cost approximately $37,000. 


Aside from the state proceeding described herein, no 
state commission and no federal commission, other 
than this Commission, has jurisdiction over the 
proposed transaction. 


Due notice of the filing of said post-effective 
amendment to the declaration has been given in the 
manner prescribed in Rule 23 promulgated under the 
Act (HCAR No. 20325), and no hearing has been 
requested of or ordered by the Commission. Upon the 
basis of the facts in the record, it is hereby found that 
the applicable standards of the Act and the rules there- 
under are satisfied and that no adverse findings are 
necessary; and that it is appropriate in the public 
interest and in the interest of investors and consumers 
that said declaration as amended by said post-effective 
amendment, be permitted to become effective: 


IT 1S ORDERED, pursuant to the applicable provisions 
of the Act and rules thereunder, that said declaration, 
as amended by said post-effective amendment be, and 
it hereby is, permitted to become effective forthwith, 
subject to the terms and conditions prescribed in Rule 
24 promulgated under the Act. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20390/ January 18, 1978 
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In the Matter of 


METROPOLITAN EDISON COMPANY 
Berks County, Pennsylvania 


(70-6076) 


SUPPLEMENTAL ORDER RELEASING JURISDIC- 
TION OVER TERMS OF FIRST MORTGAGE BONDS 


Metropolitan Edison Company (‘‘Met-Ed’’), an electric 
utility subsidiary company of General Public Utilities 
Corporation, a registered holding company, has filed 
with this Commission a post-effective amendment to its 
application-declaration previously filed and amended in 
this matter pursuant to Sections 6(b), 9(a), 10 and 12(d) 
of the Public Utility Holding Company Act of 1935 
(‘‘Act’’?) and Rules 44(b)(3) and 50 promulgated 
thereunder regarding the following proposed transac- 
tions. 


By order dated January 10, 1978 (HCAR No. 20370), 
this Commission authorized Met-Ed to issue up to an 
aggregate of $12,000,000 principal amount of first 
mortgage bonds (‘‘New Bonds’’) to the Dauphin 
County Industrial Development Authority (‘‘Author- 
ity’’) in payment of the purchase price for a portion of 
Met Ed’s undivided interest in certain pollution control 
facilities constructed and/or presently being con- 
structed in connection with the Three Mile Island 
nuclear generating station. Jurisdiction was reserved 
with respect to the terms of the New Bonds as those 
terms were affected by the issuance and sale of the 
Authority Bonds. 


By post-effective amendment filed in this proceeding 
Met-Ed states that the Dauphin Authority has agreed to 
sell its Authority Bonds in the amount of $8,700,000 toa 
group of purchasers represented by and including 
Paine, Webber, Jackson & Curtis, Inc., for a price of 
98.651%, and bearing an annual interest rate of 6.00%. 

Such purchasers were selected by the Dauphin 
Authority as a result of competitive bidding on January 
17, 1978, pursuant to which such purchasers submitted 
to the bid providing for the lowest cost of money. 


Met-Ed proposes to issue an aggregate of $8,700,000 
principal amount of New Bonds, at a price of 98.651% 
plus accrued interest from January 1, 1978, to the date 
of delivery. The New Bonds will have interest rate, 
maturity and redemption provisions designed to service 
the Authority Bonds. The interest rate on the New 
Bonds will be 6.00% (resulting in an effective interest 
rate of 6.10%) and the New Bonds will mature on 
January 1, 2008. The New Bonds will be non-callable 
for redemption prior to January 1, 1988, except in 
certain limited circumstances, and will include a man- 
datory sinking fund redemption provision designed to 
retire 5% of the aggregate principal amount of the New 
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Bonds in each year beginning January 1, 2003, through 
and including January 1, 2007. In addition the New 
Bonds will be subject to optional redemption prior to 
maturity, in whole or in part, on any date on or after 
January 1, 1988, at the following redemption prices, 
expressed as a percentage of the principal amount, plus 
accrued interest to the redemption date: 


Optional 
Redemption 
Prices 


Redemption Dates 
(inclusive) 








January 1, 1988 through December 31, 1988 
January 1, 1989 through December 31, 1989 
January 1, 1990 through December 31, 1990 
January 1, 1991 through December 31, 1991 
January 1, 1992 through December 31, 1992 
January 1, 1993 through December 31, 1993 
January 1, 1994 and thereafter 


103% 
102%2% 
102% 
101%% 
101% 
100%2% 

100% 


There are no additional fees or expenses to be incurred 
in connection with the proposed transactions. The 
Pennsylvania Public Utilities Commission has approved 
the proposed transactions. No other state commission 
and no federal commission, other than this 
Commission, has jurisdiction over the proposed 
transactions. 


Upon the basis of the facts in the record, it is hereby 
found that the applicable standards of the Act and the 
rules thereunder are satisfied and that no adverse 
findings are necessary; and that it is appropriate in the 
public interest and in the interest of investors and 
consumers that said application-declaration, as 
amended by said post-effective amendment, be granted 
and permitted to become effective and that the jurisdic- 
tion heretofore reserved be released: 


IT IS ORDERED, pursuant to the applicable provisions 
of the Act and rules thereunder, that said application- 
declaration, as amended by said post-effective 
amendment, be, and it hereby is, granted and 
permitted to become effective forthwith, subject to the 
terms and conditions prescribed in Rule 24 
promulgated under the Act. 


IT IS FURTHER ORDERED that the reservation of 


jurisdiction previously ordered be, and it hereby is, 
released. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 





George A. Fitzsimmons 
Secretary 
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INVESTMENT COMPANY ACT OF 1940 
Release No. 10093/January 16, 1978 


In the Matter of 


AUDAX FUND INCORPORATED 
312 East Wisconsin Avenue 
Milwaukee, Wisconsin 53202 


(811-1866) 


NOTICE OF FILING OF APPLICATION PURSUANT 
TO SECTION 8(f) OF THE INVESTMENT COMPANY 
ACT OF 1940 FOR AN ORDER DECLARING THAT 
APPLICANT HAS CEASED TO BE AN INVESTMENT 
COMPANY. 


NOTICE IS HEREBY GIVEN that Audax Fund Incor- 
porated (‘‘Applicant’’), registered under the Invest- 
ment Company Act of 1940 (‘‘Act’’) as an open-end, 
diversified management investment company, filed an 
application on December 27, 1977, pursuant to Section 
8(f) of the Act, for an order of the Commission declaring 
that Applicant has ceased to be an investment company 
as defined in the Act. All interested persons are 
referred to the application on file with the Commission 
for a statement of the representations contained 
therein, which are summarized below. 


Applicant, a corporation organized under the laws of 
Delaware, registered under the Act on May 22, 1969. 
On June 6, 1969, it filed a registration statement on 
Form S-5 under the Securities Act of 1933 (File No. 

2-33397) for the public sale of shares of its common 
stock. This registration statement was declared 
effective by the Commission on November 14, 1969, 
and Applicant was thereby authorized to offer 
5,000,000 shares of its common stock for sale to the 
public. 


On November 16, 1977, at a special meeting of share- 
holders, a majority of Applicant’s shareholders 
approved an Agreement and Plan of Reorganization 
(‘‘Plan’’) dated August 19, 1977, which provided for, 
among other things, the acquisition by Nicholas Fund, 
Inc. (‘‘Nicholas’’), a registered, open-end management 


investment company, of substantially all of Applicant’s 
assets (including all of its portfolio securities) in 
exchange for shares of common stock of Nicholas, and 
for the subsequent dissolution of Applicant. This sale of 
all of the assets of Applicant was consummated on 
December 5, 1977, and pursuant to the Plan Nicholas 
issued 178,191 shares of its common stock to the 
Applicant. These Nicholas shares were distributed to 
the shareholders of the Applicant on a pro-rata basis. 
Under the Plan, Nicholas assumed all of the liabilities 
of Applicant incurred in the ordinary course of its 
business which were outstanding as of December 5, 
1977. Under the plan all of the expenses incurred by 
Applicant in implementing the Plan were paid by The 
Milwaukee Company, parent of Applicant’s former 
investment adviser, Wisconsin Investment Manage- 
ment Co., Inc. 


Applicant represents that it currently has no assets, no 
security holders, no known liabilities, and that it is not a 
party to any pending litigation or administrative 
proceeding. Applicant also represents that on 
December 5, 1977, it filed a Certificate of Dissolution 
with the State of Delaware pursuant to the General 
Corporation Law of the State of Delaware, thereby 
completing the process of corporate dissolution under 
Delaware state law. Applicant further represents that it 
has ceased all business activities. 


Section 8(f) of the Act provides, in pertinent part, that 
whenever the Commission, on its own motion or upon 
application, finds that a registered investment company 
has ceased to be an investment company it shall so 
declare by order, and upon the taking effect of such 
order the registration of such company shall cease to be 
in effect. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than February 9, 1978, at 5:30 
p.m., submit to the Commission in writing a request for 
a hearing on the application accompanied by a 
statement as to the nature of his interest, the reasons 
for such request, and the issues, if any, of fact or law 
proposed to be controverted, or he may request that he 
be notified if the Commission shall order a hearing 
thereon. Any such communication should be 
addressed: Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549. A copy of such 
request shall be served personally or by mail upon 
Applicant at the address stated above. Proof of such 
service (by affidavit or, in the case of an attorney-at-law 
by certificate) shall be filed contemporaneously with 
the request. As provided by Rule 0-5 of the Rules and 
Regulations promulgated under the Act, an order 
disposing of the application herein will be issued as of 
course following said date unless the Commission 
thereafter orders a hearing upon request or upon the 
Commission’s own motion. Persons who request a 
hearing, or advice as to whether a hearing is ordered, 
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will receive any notices and orders issued in this 
matter, including the date of the hearing (if ordered) 
and any postponements thereof. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 10094/ January 18, 1978 


In the Matter of 


HARTFORD VARIABLE ANNUITY LIFE INSURANCE 
COMPANY SEPARATE ACCOUNT #2 

Hartford Plaza 

Hartford, CT 06115 


(811-2227) 


NOTICE OF FILING OF APPLICATION FOR ORDER 
PURSUANT TO SECTION 8(f) OF THE ACT 
DECLARING THAT COMPANY HAS CEASED TO BE 
AN INVESTMENT COMPANY 


NOTICE IS HEREBY GIVEN that Hartford Variable 
Annuity Life Insuarance Company Separate Account #2 
(‘‘Applicant’’), a separate account of Hartford Variable 
Annuity Life Insurance Company, a Connecticut stock 
life insurer, which is registered as a unit investment 
trust under the Investment Company Act of 1940 
(‘‘Act’’), filed an application on November 23, 1977, 
pursuant to Section 8(f) of the Act for an order of the 
Commission declaring that Applicant has ceased to be 
an investment company as defined in the Act. All 
interested persons are referred to the application on file 
with the Commission for a statement of the representa- 
tions set forth therein, which are summarized below. 


Applicant registered under the Act on September 3, 
1971. On November 12, 1971, Applicant filed a 
Registration Statement under the Securities Act of 1933 
pursuant to which Applicant proposed to make a public 
offering of $5,000,000 of individual variable annuity 
contracts. The Registration Statement was never 
declared effective and no public offering was ever 
made. On January 9, 1978, the Commission by Order 


1418/SEC DOCKET 


consented to the withdrawal of the Registration State- 
ment. 


On November 7, 1977, the Board of Directors of 
Hartford Variable Annuity Life Insurance Company, 
Applicant’s depositor, approved the immediate aban- 
donment of the Applicant. As of that date Applicant’s 
existence under Connecticut law was terminated. 


The Applicant has always been completely inactive, has 
never had any assets, liabilities or shareholders. No 
public offering of Applicant’s securities is being made 
presently and no such public offering is proposed for 
the future. 


Section 8(f) of the Act provides, in pertinent part, that 
when the Commission, upon application, finds that a 
registered investment company has ceased to be an 
investment company, it shall so declare by order, and 
upon the effectiveness of such order the registration of 
such company shall cease to be in effect. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than February 13, 1978, at 5:30 
p.m., submit to the Commission in writing a request for 
a hearing on the matter accompanied by a statement as 
to the nature of his interest, the reason for such 
request, and the issues, if any, of fact or law proposed 
to be controverted, or he may request that he be 


notified if the Commission should order a hearing 


thereon. Any such communication should be 
addressed: Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549. A copy of such 
request shall be served personally or by mail upon the 
Applicant at the address stated above. Proof of such 
service (by affidavit, or in the case of an attorney at law, 
by certificate) shall be filed contemporaneously with 
the request. As provided by Rule 0-5 of the Rules and 
Regulations promulgated under the Act, an order 
disposing of the application herein will be issued as of 
course following February 13, 1978, unless the 
Commission thereafter orders a hearing upon request 
or upon the Commission’s own motion. Persons who 
request a hearing or advice as to whether a hearing is 
ordered will receive notice of further developments in 
this matter, including the date of the hearing (if 
ordered) and any postponements thereof. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 








INVESTMENT COMPANY ACT OF 1940 
"Release No. 10095/ January 18, 1978 


In the Matter of 


HARTFORD VARIABLE ANNUITY LIFE INSURANCE 
COMPANY SEPARATE ACCOUNT #3 

Hartford Plaza 

Hartford, CT 06115 


(811-2370) 


NOTICE OF FILING OF APPLICATION FOR ORDER 
PURSUANT TO SECTION 8(f) OF THE ACT 
DECLARING THAT COMPANY HAS CEASED TO BE 
AN INVESTMENT COMPANY 


NOTICE IS HEREBY GIVEN THAT Hartford Variable 
Annuity Life Insurance Company Separate Account #3 
(‘‘Applicant’’), a separate account of Hartford Variable 
Annuity Life Insurance Company, a Connecticut stock 
life insurer, which is registered as an open-end 
management investment company under the Invest- 
ment Company Act of 1940 (‘‘Act’’), filed an 
application on November 23, 1977, pursuant to Section 
8(f) of the Act for an order of the Commission declaring 
that Applicant has ceased to be an investment company 
as defined in the Act. All interested persons are 
referred to the application on file with the Commission 
or a statement of the representations set forth therin, 
which are summarized below. 


Applicant registered under the Act on April 3, 1973. No 
registration statement was ever filed by the Applicant 
under the Securities Act of 1933. 


On November 7, 1977, the Board of Directors of 
Hartford Variable Annuity Life Insurance Company, 
approved the immediate abandonment of the 
Applicant. As of that date Applicant’s existence under 
Connecticut law was terminated. 


The Applicant has always been completely inactive, has 
never has any assets, liabilities or contractholders. No 
public offering of Applicant’s securities is being made 
presently and no such public offering is proposed for 
the future. 


Section 8(f) of the Act provides, in pertinent part, that 
when the Commission, upon application, finds that a 
registered investment company has ceased to be an 
investment company, it shall so declare by order, and 
upon the effectiveness of such order the registration of 
such company shall cease to be in effect. 


NOTICE IS FURTHER GIVEN that any interested 
derson may, not later than February 13, 1978, at 5:30 
“p.m., submit to the Commission in writing a request for 


a hearing on the matter accompanied by a statement as 
to the nature of his interest, the reason for such 
request, and the issues, if any, of fact or law proposed 
to be controverted, or he may request that he be 
notified if the Commission should order a hearing 
thereon. Any such communication should be 
addressed: Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549. A copy of such 
request shall be served personally or by mail upon the 
Applicant at the address stated above. Proof of such 
service (by affidavit, or in the case of an attorney at law, 
by certificate) shall be filed contemporaneously with 
the request. As provided by Rule 0-5 of the Rules and 
Regulations promulgated under the Act, an order 
disposing of the application herein will be issued as of 
course following February 13, 1978, unless the 
Commission thereafter orders a hearing upon request 
or upon the Commission’s own motion. Persons who 
request a hearing or advice as to whether a hearing is 
ordered will receive notice of further developments in 
this matter, including the date of the hearing (if 
ordered) and any postponements thereof. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 10096/ January 18, 1978 


SEE 


SECURITIES ACT OF 1933 
Release No. 5899/ January 18, 1978 





INVESTMENT COMPANY ACT OF 1940 
Release No. 10097/ January 18, 1978 


In the Matter of 

INA CAPITAL BOND TRUST 
1617 John F. Kennedy Boulevard 
Philadelphia, PA 19103 
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(812-4176) 


ORDER PURSUANT TO SECTION 6(c) OF THE ACT 
GRANTING AN EXEMPTION FROM THE PRO- 
VISIONS OF RULE 22c-1 THEREUNDER 


INA Capital Bond Trust (‘‘Applicant’’), an open-end 
diversified investment company registered under the 
Investment Company Act of 1940 (the ‘‘Act’’), filed an 
application on August 16, 1977, and amendments 
thereto on November 10 and December 20, 1977, for an 
order of the Commission pursuant to Section 6(c) of the 
Act exempting it from the provisions of Rule 22c-1 
under the Act to permit it to value its assets for the 
purpose of investments in and redemptions of 
Applicant’s shares on designated valuation dates. 


On December 22, 1977 a notice (Investment Company 
Act Release No. 10069) was issued of the filing of said 
application. The notice gave interested persons an op- 
portunity to request a hearing and stated that an order 
disposing of the application would be issued as of 
course unless a hearing should be ordered. No request 
for a hearing has been filed and the Commission has 
not ordered a hearing. 


The matter has been considered and it is found that the 
granting of the application is appropriate in the public 
interest and consistent with the protection of investors 


and the purposes fairly intended by the policy and 
provisions of the Act. Accordingly, 


IT 1S ORDERED, pursuant to Section 6(c) of the Act, 
that the application for exemption from Rule 22c-1 
thereunder, to the extent requested, be, and hereby is, 
granted, effective forthwith. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 10098/ January 19, 1978 


DELEGATION OF AUTHORITY TO DIRECTOR OF 
DIVISION OF INVESTMENT MANAGEMENT 
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AGENCY: Securities and Exchange Commission. 
ACTION: Final rule. 


SUMMARY: This rule amendment delegates authority 
to the Director of the Division of Investment 
Management to notify registered management 
investment companies that the Commission intends to 
disclose, in response to requests therefor under the 
Freedom of Information Act, certain information 
contained in Part Il of their annual report form 
classified as nonpublic. 


EFFECTIVE DATE: January 17, 1978. 


FOR FURTHER INFORMATION: Richard W. Grant, 
Esq., Division of Investment Management, Securities 
and Exchange Commission, 500 North Capito! Street, 
Washington, D.C. 20549, (202) 755-0242. 


SUPPLEMENTARY INFORMATION: Instruction F of 
the general instructions for completing Form N-1R [17 
CFR 274.101] (the annual report for registered manage- 
ment investment companies under the Investment 
Company Act of 1940 [15 U.S.C. 80a-1 et seq.] states in 
part: 


F. Non-public classification of Part !! of Report 


If the registrant desires to have Part II of this report, 
including the Part I! EDP Attachment, classified by the 
Commission as a nonpublic filing, it shall bind Part II 
separately from Part | and shall sign Part || separately 
in the form prescribed therefor. Such nonpublic 
classification by the Commission shall not preclude the 
Commission, if it should deem public disclosure 
necessary or appropriate in the public interest or for the 
protection of investors, from making public all or any 
portion of the information contained in part Il... To 
provide an affected registrant an opportunity to state to 
the Commission any objections it might have to the 
public disclosure of any information contained in Part 
11, unless such information is then a requirement of an 
existing rule or form requiring public disclosure or 
unless a proceeding has been commenced before the 
Commission or a court, the Commission shall notify 
such registrant in writing of its intention to make or 
require public disclosure thereof not less than five 
business days prior to the date of such public 
disclosure. 


The Commission has received requests under the 
Freedom of Information Act [5 U.S.C. 552] for dis- 
closure of the information in Part II of the reports on 
Form N-1R of a number of investment companies and 
has issued notifications to such investment companie 
as called for by general instruction F above declaring an 





intention to disclose the information in Part Il, except 
for Item 2.28 thereof.’ The Commission believes thai 
other similar requests may be filed in the future and 
that it is not necessary for the Commission to authorize 
the sending of notifications in each individual instance. 
Accordingly, the Commission believes it is appropriate 
to delegate authority to issue such notifications to the 
Director. 


To accomplish this delegation of authority, the 
Commission hereby amends 17 CFR 200.30-5 by re- 
vising paragraph (a)(6) as follows: 


§200.30-5 Delegation of authority to Director of 
Division of Investment Management. 


* * * 


(6)(i) To authorize the issuance of orders granting 
confidential treatment pursuant to section 45(a) of the 
Act (15 U.S.C. 80a-44(a)) where applications for con- 
fidential treatment are made regarding matters of dis- 
closure in registration statements filed pursuant to 
section 8 of the Act (15 U.S.C. 80a-8), or in reports filed 
pursuant to section 30 of the Act (15 U.S.C. 80a-29), but 
only when the Commission has previously by order 
granted confidential treatment to the same information. 


(ii) To notify an investment company of an intention to 
make or require public disclosure of Part Il of any 
annual report on Form N-1R filed by such investment 
company (except for responses required by Item 2.28 
thereof) if the Commission has received a request for 
disclosure thereof pursuant to the Freedom of Informa- 
tion Act (5 U.S.C. 552). 

((15 U.S.C. 80a-44); (15 U.S.C. 78d-1, 78d-2)). 


* * * * * 


The Commission finds that the foregoing action relates 
solely to agency management and personnel and, 
accordingly, that notice and prior publication for 
comment under the Administrative Procedure Act (5 
U.S.C. 552 et seq.) are unnecessary. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





‘Rule 45a-1 under the Investment Company Act of 
1940 [17 CFR 270.45a-1] provides that the information 
contained in Item 2.28 of Part I! cannot be disclosed 
without a hearing first being held. That item requires 
registrants to ‘‘[sJet forth, in order of size, for the 
fiscal year, the 10 dealers, by name, who sold the 
largest dollar amount of shares of the registrant.’’ 





LITIGATION 





Litigation Release No. 8253/ January 16, 1978 


SEC v. Energy Marketing Services, Inc., et al. 
(Dist. of Kansas) 
Civil Action No. 78-1004 


Richard M. Hewitt, Administrator of the Fort Worth 
Regional Office of the Securities and Exchange Com- 
mission, today announced that on January 9, 1978, a 
civil injunctive complaint was filed in the federal 
district court at Wichita, Kansas, against Energy 
Marketing Services, Inc., and John F. Hunter, both of 
Wichita. 


The complaint alleges violations of the registration and 
antifraud provisions of the federal securities laws in 
connection with the offer and sale of fractional 
undivided working interests in oil and gas leases 
located in Allen Coffey Counties, Kansas, issued by 
Energy Marketing Services, Inc. 


The complaint alleges that in connection with the offer 
and sale of such fractional undivided working interests, 
misrepresentations and omissions of material facts 
were made. Such alleged misrepresentations included 
statements as to the financial condition of the company, 
the background and experience of the company in the 
oil and gas business, and profits intended to be made 
by the issuer. 





Litigation Release No. 8254/ January 16, 1978 


SEC v. Bethmann Bank, et al. 

(United States District Court for the District of 
Columbia) 

(Civil Action No. 77-0872) 


The Commission announced that Judge Thomas A. 
Flannery of the United States District Court for the 
District of Columbia signed an Order of Default 
Judgment of Permanent Injunction against Francisco 
Valles (‘‘Valles’’), Dieter Heinemann (‘‘Heinemann’’), 
and Heinz Schwake (‘‘Schwake’’) on January 4, 1978. 


These Judgments permanently enjoin Valles, Heine- 
mann, Schwake and Dittmar, and among others, their 
agents, from violating or aiding and abetting violations 
of the stock ownership reporting provisions of Section 
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13(d) of the Securities Exchange Act of 1934 
(‘‘Exchange Act’’) and the rules and regulations 
thereunder and, among other things, prohibit the four 
individuals from transferring, pledging, receiving 
dividends or capital return or other economic benefit 
from, and from voting shares of the common stock of 
General Semiconductor Industries Inc. (‘‘GSI’’) owned 
by them, pending their compliance with Section 13(d) of 
the Exchange Act and the rules and regulations there- 
under. The Judgments also require the four individuals 
to file with the Commission and send to GSI within ten 
days of the date of the respective court orders 
Schedules 13D and required amendments thereto re- 
flecting, among other things, their transactions in GSI 
common stock. Judge Flannery finds in his Judgments 
that the four individuals since at least November 22, 
1976, as members of a group, have acquired more than 
five percent of the outstanding GSI common stock 
without complying with the stock ownership reporting 
provisions of the Exchange Act. 


Valles is a registered representative with Dean Witter 
Reynolds Organization Inc. in Frankfurt, West 
Germany. Schwake, Heinemann and Dittmar are self- 
employed specialists on the Frankfurt, West Germany 
Stock Exchange. 





Litigation Release No. 8255/ January 16, 1978 


Securities and Exchange Commission v. Sheldon L. 
Hart, et al. 

(United States District Court for the District of 
Columbia) 

Civil Action No. 78-0065 


The Securities and Exchange Commission announced 
today the filing of a civil injunctive action in the United 
States District Court for the District of Columbia and 
the issuance of a Report pursuant to Section 21(a) of the 
Securities Exchange Act of 1934, arising from the Com- 
mission’s non-public investigation, In the Matter of 
National Telephone Company, Inc. 


1. THE COMPLAINT 


The Commission today filed a civil injunctive action in 
the United States District Court for the District of 
Columbia naming as defendants Sheldon L. Hart, 
former Chairman of the Board of Directors, President 
and Treasurer of National Telephone Company, Inc. 
(‘‘National’’); Mark |. Lurie (‘‘Lurie’’), former in-house 
counsel to National; John W. Phelps (‘‘Phelps’’), 
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former Controller and Chief Accounting Officer of 
National; Donald J. Porter (‘‘Porter’’), former Vice- 
President Finance of National; and Price Waterhouse & 
Co. (‘‘PW’’), a national accounting firm which was 
National’s independent auditors for the fiscal years 
ended March 31, 1973 through March 31, 1976. 


The Complaint alleges that the defendants committed 
antifraud and reporting provisions violations of the 
federal securities laws. All but Hart have agreed to 
settlement in which they have consented to the entry of 
Final Judgments and other relief, without admitting or 
denying the allegations of the Commission’s 
Complaint. 


Hart, Phelps, Lurie and PW are named in connection 
with certain financial statements issued by National 
which are alleged in the Complaint to be materially 
false and misleading. In addition, Hart, Phelps, Lurie 
and Porter are named in connection with materially 
false and misleading optimistic public communications 
which failed to disclose National’s serious financial 
pro..ems during the period prior to its entering bank- 
ruptcy proceedings. 


It is alleged in the Complaint that National was 
engaged in designing, installing, leasing and maintain- 
ing telephone equipment systems for commercial 
customers for ‘‘interconnection’’ to telephone lines 
leased from regulated telephone companies, such as 
the Bell System; that National leased its telephone 
systems to customers pursuant to purportedly non- 
cancellable leases for periods ranging from 60 to 125 
months; that National experienced a negative cash flow 
with each new lease lasting well into the lease term and 
was dependent on external financing to sustain its 
operations and growth; and that National reported 
substantial growth in revenues and earnings in its 
publicly-filed financial statements between 1971 and 
1974, with reported revenues increasing from $261,000 
to $19,329,000 and reported earnings from $2,400 to 
$634,000. It is further alleged that in July 1975, 
National entered proceedings under Chapter XI of the 
Bankruptcy Act, which proceedings were converted to 
proceedings under Chapter X of the Bankruptcy Act in 
April 1976. In 1975, after entering Chapter XI 
proceedings, National reported a $10,798,000 loss for 
the year ended March 31, 1975, and restated its 1974 
statements with respect to a number of matters set 
forth in the Complaint. 


A. National’s Financial Statements 


The Complaint alleges that between 1974 and 1975, 
through the efforts of Hart and Phelps, among others, 
National’s revenues, earnings and assets were 
materially overstated in filings with the Commission. 
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According to the Complaint, National utilized a method 


» of accounting whereby it recognized as sales upon the 
-installation of telephone equipment systems the 


present value of the long-term lease payments under 
purportedly noncancellable leases. The use of such 
accounting method is alleged to have been improper 
and fraudulent because a substantial portion of 
National’s leases were actually cancellable, and 
because National failed to ascertain whether important 
uncertainties existed with respect to future main- 
tenance costs. It is alleged that the cancellability 
feature was contained in various written ‘‘addenda’”’ 
which were not in National’s master contract file in 
Hartford, Connecticut, and the existence of which was 
not made known to PW. 


The Complaint also alleges that in 1973 and 1974, 
through the efforts of Hart and Phelps, among others, 
National established inadequate allowances for future 
maintenance costs (2% of gross receivables in 1973 and 
3.5% in 1974) and used improperly low interest rates 
(7.5% in 1973 and 8-3/8% in 1974) in discounting 
future lease payments. 


The Complaint further alleges that in 1974, several 
significant accounting practices and policies followed 
by National were changed, including deferral of start- 
up costs, deferral of costs of equipment given away to 
National customers at new branches, and changes of 
amortization periods for branch pre-opening costs and 
transportation equipment acquired during 1974. The 
Complaint further alleges that in 1974, National 
deferred certain start-up costs while at the same time 
improperly reporting material revenues associated with 
such costs; that National failed adequately to disclose 
certain changes in the application of accounting prin- 
ciples in respect to the deferral of costs of opening new 
branches; and that National improperly reported 
revenues from a substantial portion of $3.9 million in 
late-year ‘‘installations’’. 


It is ‘urther alleged that in connection with the late 1974 
installations reported as sales in 1974, Lurie helped 
obtain an opinion letter as to the legal status of a sub- 
stantial portion of such installations and that such 
opinion letter was based on a number of stated 
assumptions, some of which Lurie knew to be false or 
incomplete. The Complaint further alleges that the 
opinion letter was furnished to and relied upon in part 
by PW to support the inclusion of such portion of instal- 
lations in 1974 revenues. 


The Complaint also alleges that defendants Hart and 
Phelps caused National materially to overstate gross 
lease value of installations purportedly made in the first 
three quarters of fiscal 1975 in quarterly reports filed 
with the Commission. 


B. Failure to Disclose Financial Problems 


The Complaint alleges that National disseminated 
numerous press releases and letters to shareholders and 
made filings with the Commission during the period 
from mid-1974 through mid-1975 which failed 
adequately to disclose National’s dependence on outside 
capital to maintain its growth earnings, National’s 
serious cash flow problems and their effect on National’s 
operations and ability to maintain projected growth 
levels, the limitations placed on National’s operations by 
National’s June 1974 credit agreement and December 
1974 amendatory credit agreement, and National’s 
default of certain obligations and covenants under the 
credit agreements. 


The Complaint charges that, in April 1974, National 
entered into a credit agreement with a consortium of 
five banks under which National received a $15 million 
line of credit secured by liens on National’s leases and 
underlying telephone equipment. The Complaint 
charges that in National’s 1974 annual report to share- 
holders, National projected for 1975 a doubling of its 
new installations over fiscal 1974, but that the annual 
report was false and misleading in that it failed to 
disclose that the projections could not be achieved 
without substantial additional financing. The 
Complaint charges that in press releases issued by 
National and prepared by Hart, Lurie, Phelps and 
Porter, National failed to disclose its continued growth 
and earnings. The Complaint further charges that after 
an October 15, 1974 board meeting in which defendant 
Hart advised the National board of National’s tight 
cash position and of its need to curtail sales opera- 
tions, National’s outside counsel, Brown, Wood, Ivey, 
Mitchels & Petty (‘‘Brown Wood’’), prepared and 
supplied to National’s management a proposed press 
release stating National’s dependence on outside fin- 
ancing, its inability to raise money and its decision to 
curtail sales operations until additional financing could 
be obtained, but that Hart and other members of 
National’s management failed to disseminate the press 
releases. 


It is additionally alleged that on December 20, 1974, 
the credit agreement with the banks was closed and 
that an amendatory credit agreement was entered 
into. The amendatory credit agreement provided that 
the banks would extend National’s line of credit from 
$15 to $21 million by lending $18 million on December 
20 to repay existing creditors. Under the amendatory 
credit agreement, National agreed to open no new 
branches and further agreed that if its borrowing ex- 
ceeded $19 million or it failed to meet a specified 
liquidity test, National would institute a lease main- 
tenance plan (‘‘LMP’’) requiring National’s termina- 
tion of sales activities, release of unessential personnel 
and consolidation and relocation of branches. The 
Complaint charges that while prior drafts of the 
amendatory credit agreement had provided that the 
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LMP would be contained as an exhibit to the amenda- 
tory credit agreement, Hart, in order to prevent the 
LMP from being filed publicly in a Form 8-K_ to be 
filed with the Commission, changed the LMP from 
being an exhibit to the agreement to being merely 
referred to by description. Consequently, the Com- 
plaint charges, the LMP was not filed with the Com- 
mission in National’s December 1974 Form 8-K. The 
Complaint further charges that a National press re- 
lease following the closing of the credit agreement 
was false and raisleading for failure to disclose the 
substantial limitations placed on National’s operations, 
the nature and material effect of the LMP, and the fact 
that National’s earlier predictions of growth were now 
unlikely to be met because of National’s credit cash 
position and the limitations piaced on its growth by the 
amendatory credit agreement. The Complaint also 
alleges that Hart send out a letter to shareholders 
which was false and misleading for the above reasons 
and for falsely stating that National was in a strong 
financial position and could look forward to continued 
earnings growth. 


The Complaint charges that on or about February 20, 
1975, National and the banks were given notice that 
National’s borrowings had exceeded $19 miiiion, that 
National had violated liquidity tests specified in the 
amendatory credit agreement, and that, consequently, 
National was obligated to implement the terms of the 
lease maintenance plan. The Complaint further 
charges that shortly thereafter, Hart advised and con- 
tinued to advise various National personnel not to im- 
plement the lease maintenance plan: the failure to 
implement the LMP when required see to it that 
National made disclosure about its status under was 
an event of default pursuant to the amendatory credit 
agreement, but was not disclosed. The Complaint 
further charges that no disclosure of National’s status 
under the LMP and its financial troubles was made 
until late May 1975 and that between March 18, 1975 
and May 21, 1975, Hart, Lurie and the rest of 
National’s management resisted efforts of others to 
the amendatory credit agreement and its general 
financial situation. 


C. Price Waterhouse & Co. 


The Complaint alleges that PW issued reports on 


National’s financial statements for the fisca! years 
ended March 31, 1973, and March 31, 1974, stating 
that PW had conducted examinations of National’s 
consolidated financial statements in accordance with 
generally accepted auditing standards (‘‘GAAS’’) and 
opining that National’s consolidated financial state- 
ments were fairly presented in conformity with 
generally accepted accounting principles (‘‘GAAP’’) 
consistently applied. The Complaint alleges that in 
certain respects, PVV failed to conduct the audits in 
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accordance with GAAS and accordingly lacked suffi- 
cient basis to conclude that the financial statements 
were presented in conformity with GAAP. 


The Complaint alleges that PW did not obtain suffi- 
cient competent evidential matter in the course of its 
1973 and 1974 audits to provide an adequate basis for 
concluding that National’s use and application of the 
accounting method it used was appropriate in the 
circumstances and that the computations required by 
that method had been properly made. The Complaint 
does not allege that PW knew of the cancellation 
“‘addenda.”’ It does allege that PW should have known 
that National could not, in the absence of historical 
cost analysis, make reasonably accurate estimates of 
maintenance costs to be incurred with the signing of 
each lease. The Complaint further alleges that PW did 
not perform sufficient tests to corroborate manage- 
ment’s representations that maintenance costs could be 
minimal and to determine the reasonableness of the 
calculations made by National to arrive at provisions 
for future maintenance under the rental contracts, 
particularly as to maintenance hours, the informal 
labor reporting system, National’s sampling of leases 
and National’s omission of other corporate and branch 
servicing cosis. 


The Complaint also alleges that, although PW was 
aware in 1973 and 1974 that National had maintained 
little or no documented credit information concerning 
its lessees, PW failed to gather sufficient competent 
evidential matter to conclude that the interest rates 
National used to discount future lease payments had 
been determined in accordance with Accounting Prin- 
ciples Board Opinion No. 21. 


The Complaint also alleges that neither National’s 
fiscal 1974 financial statements nor Price Waterhouse 
adequately disclosed in Section A above. The Com- 
plaint further alleges that PW should have known that 
the changed accounting practices with respect to de- 
ferrals of certain start-up costs did not appropriately 
match revenues against the related costs associated 
with those revenues because certain deferred costs, 
including equipment giveaways, were directly related 
to reported sales and had little or no ascertainable 
future benefits. 


In addition, the Complaint alleges that PW did not 
adequately audit the installations in process at March 
31, 1974, to determine their status and extent of 
completion; and that as a result PW did not discover 
that National was misrepresenting the extent of 
completion of some of its installations attributed to 
1974. In connection therewith, the Complaint alleges: 
that additional audit steps were required inasmuch as 
the late year installations represented 30% of 
National’s entire 1974 sales; that in relying in part on 
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a legal opinion letter PW should have been aware that 


‘ certain factual premises underlying the opinion were 


incorrect; and that PW, while relying in certain 
instances on preliminary orders for telephone service, 
was aware that signed lease agreements (some of 
which could not be located as late as May 1974) repre- 
sented the best indication that a system was installed 
and operational. 


In consenting to the entry of a Final Judgment en- 
joining violations of the cited provisions of the federal 
securities laws in connection with the purchase and 
sale of National’s securities, PW agreed to review a 
number of specified audit areas described in the 
Commission’s Complaint and to adopt such additional 
“srocedures, if any, as are needed to assure the ade- 
quacy of its audit practices. PW also consented to a 
review by a Committee of the manner in which its 
audit practice is conducted with respect to clients 
whose financial statements are filed with the 
Commission, listed on the Stock Exchange or traded in 
the over-the-counter market. PW has also agreed to a 
follow-up review to assess its implementation of the 
Committee’s recommendations and of any procedures 
adopted by PW pursuant to its own internal review. 
Finally, the Final Judgment agreed to by PW orders it 
to return to National’s Chapter X Trustee $90,000 in 
fees paid to PW in connection with the National en- 
gagements for 1973 and 1974. 


The Complaint also alleges that Roger Bruttomesso, 
the PW engagement partner on National’s audits for 
fiscal 1973 and 1974, who signed PW’s unqualified 
opinions, and Michael Bright, the audit manager for 
those years, did not direct and review those engage- 
ments with due professional care. Without admitting 


or denying the Commission’s allegations, each has 
provided a personal undertaking which has been so 
ordered by the Court, that until July 31, 1978, he will 
refrain from involvement in any audit of any public 
company whose financial statements might reasonably 
be expected to be filed with the Commission. The 
undertaking of Mr. Bright permits him to continue, 
under appropriate supervision, his work on the audits 
of two foreign subsidiaries of registrants. 


D. Other Settlements 


In addition to the above matters, three defendants in 
the Commission’s Complaint have entered settlements 
in which, without admitting or denying the allegations 
in the Commission’s Complaint, they consent to the 
entry of injunctions against further violations of the 
anti-fraud and reporting provisions of the federal secu- 
rities laws: Mark Lurie also consents to a Court Order 
that he comply with his undertaking, that he shall not 


practice as an attorney before the Commission, until 
July 31, 1978. Donald Porter, who is presently 
associated with a broker-dealer, consented to the entry 
of a Commission Order pursuant to a broker-deater 
proceeding, resulting from the entry of the injunction, 
barring him from association with a broker-dealer, 
other than in a supervised capacity, for one year, 
John Phelps also consented to the entry of a Court 
Order that he will comply with his undertaking that he 
not practice as an accountant before the Commission 
for at least 24 months from the date of the entry of the 
Court Order. 


Il. REPORT OF INVESTIGATION IN THE MATTER 
OF NATIONAL TELEPHONE COMPANY, INC. RE- 
LATING TO ACTIVITIES OF THE OUTSIDE DIREC- 
TORS OF NATIONAL TELEPHONE COMPANY, INC. 


The Commission also announced today the issuance, 
pursuant to Section 21(a) of the Securities Exchange 
Act of 1934, of a Report of Investigation Relating to 
Activities of the Outside Directors of National Telephone 
Company, Inc. detailing the conduct of six National 
directors holding office at least between July 1974 and 
July 1975: Ralph A. Hart, Roger C. Wilkin, Eli 
Shapiro, E. Clayton Gengras, Lawrence H. Rustin and 
John S.G. Rottner. The Report focused on the period 
during which National slid towards bankruptcy, a 
period during which its financial plight forced material 
changes in its basic operations but during which the 
public was not informed and was actually misled by in- 
formation emanating from management. The Com- 
mission concluded that the outside directors knew 
about National’s need for outside capital, its cash 
squeeze in the fall of 1974, its acceptance of severe 
restrictions on its operations in the credit agreement 
closed in December 1974 and its obligation to cease 
making new leases if new financing could not be 
obtained within the immediate future. The Report 
also concluded that the outside directors knew of the 
highly optimistic nature of the company’s public com- 
munications and that the outside directors failed in 
their obligation to see to it that the Company adhere to 
the mandate of full disclosure despite being aware of 
the nature of the public communications by the 
company and of the variance of such communications 
from the facts. For further details, see Securities 
Exchange Act of 1934 Release No. 34-14380 dated 
January 16, 1978. 
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Litigation Release No. 8257/ January 16, 1978 


Securities and Exchange Commission v. Continental 
Advisers, Durand A. Holladay, Monte J. Wallace, Neil 
W. Wallace, Theodore C. Miller, S. Davidson Herron, 
Jr., and Price Waterhouse & Co. (United States 
District Court for the District of Columbia) (Civil 
Action No. 78-0066) 


The Securities and Exchange Commission announced 
today the filing of a civil injunctive action in the United 
States District Court for the District of Columbia and 
the institution of proceedings pursuant to Rule 2(e) of 
the Commission’s Rules of Practice arising from the 
Commission’s non-public investigation, In the Matter 
of Continental Mortgage Investors (‘‘CMI’’).' 


|. The Complaint 


The Commission’s complaint named as defendants 
Continental Advisers (‘‘CA’’), a Massachusetts 
partnership and former investment adviser to CMI; 
Durand A. Holladay (‘‘Holladay’’) of Miami, Florida, 
former Managing Trustee of CMI and President of 
CA; Monte J. Wallace (‘‘M.J. Wallace’’) of Chestnut 
Hill, Massachusetts, former Trustee and Chairman of 
CMI; Neil W. Wallace (‘‘N.W. Wallace’’) of Sherborn, 
Massachusetts, former Trustee and Vice Chairman of 
CMI; Theodore C. Miller (‘‘Miller’’) of Pittsburgh, 
Pennsylvania, former Managing Trustee of CMI and 
President of CA; S. Davidson Herron, Jr. (‘‘Herron’’) 
of Hillsborough, California, former trustee of CMI; 
and Price Waterhouse & Co. (‘‘PW’’), CMI’s inde- 
pendent auditors since approximately 1962. 





"See also Litigation Release No. 8256. 
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According to the complaint, during the period 1972-75, 
CMI was the second largest real estate investment 
trust (‘‘REIT’’) in the nation, with assets at one time 
exceeding $825 million. CMI operated as a short-term 
mortgage trust, investing funds in loans which 
financed the construction and development of a variety 
of real estate projects, particularly in the area of 
second home, condominium, and recreational projects. 
Between 1971 and 1974, CMI’s construction and 
development loans more than doubled, increasing 
from approximately $360 million to more than $740 
million. During this same period, CMI reported sub- 
stantial earnings in each reporting year, including 
$16.3 million in 1971, $18.7 million in 1972, $18.4 
million in 1973, and $19.0 million in 1974. According 
to the complaint, a substantial portion of the income in 
each year represented accrued interest — interest 
which was not received in cash, but was reported as 
income with the ostensible expectation that the 
amounts would be paid in cash when the projects 
securing the borrowers’ loans generated sufficient 
cash flow. 


In June 1975, CMI reported losses for the fiscal year 
ended March 31, 1975 of $140.2 million, or $6.73 per 
share. In March, 1976, CMI filed for protection under 
Chapter XI of the Bankruptcy Act. 


The Commission’s complaint alleges that at various 
times from at least as early as the fiscal year ending 
March 31, 1972, defendants CA, Holladay, M.J. 
Wallace, N.W. Wallace, Miller, and Herron caused 
CMI to disseminate materially false and misleading 
financial and other information in connection with 
various annual and quarterly reports, proxy and other 
materials filed with the Commission and disseminated 
to the public. 


In particular, the complaint avers that these 
defendants caused CMI (1) to falsely inflate its 
earnings in certain fiscal years and interi:n quarters 
when, according to its own analyses, it should have 
been reporting materially lower earnings or substan- 
tial losses; (2) to materially understate reserves for 
probable losses and to continue to accrue interest on 
loans upon which no further accrual could be justified; 
(3) to represent that CMI’s portfolio was ‘‘broadly di- 
versified’’ and ‘‘conservative’’ when in fact a sub- 
stantial portion of CMI’s loans were concentrated with 
five or fewer major borrowers and represented invest- 
ments with a high degree of risk; (4) to fail to disclose 
that, from early 1972 until mid-1974, CMI was making 
certain real estate loans which involved substantially 
higher risks than loans traditionally underwritten by 
CMI, all for the purpose of increasing reported 
earnings and assets of CMI as well as the advisory fee 
of CA; (5) to fail to disclose facts concerning CMI’s 
use of workout borrowers; (6) to represent that CMI 





qualified as a REIT for purposes of the Internal 
Revenue Code, but to fail to disclose that CMI might 
‘ not continue to so qualify as a result of certain 
business practices, including the use of workout bor- 
rowers; and (7) to fail to disclose the exorbitant profit 
represented by the advisory fee paid to CA by CMI or 
the fraudulent manner in which the fee was negotiated 
or maintained. 


The complaint specifically details. CMI’s use of 
workout borrowers to conceal a material amount of 
collateral shortfalls in projects securing its receivables. 
According to the complaint, CA, Holladay, M.J. 
Wallace, N.W. Wallace, and Miller arranged for the 
transfer of a number of problem projects to certain 
‘‘workout’’ borrowers, at least some of whom were 
formed at the instance of various of the defendants. 
The complaint charges that the workout borrowers had 
virtually no assets other than projects financed by 
CMI, were totaly dependent on CMI to fund current 
operations, and assumed the projects and the notes 
which they secured on a risk-free, non-recourse basis 
without regard to their lack of investment quality. Ac- 
cording to the complaint, in almost all cases, the 
workout borrowers could not reasonably be expected 
to, and were in fact unable to eliminate the problems 
associated with the projects they acquired. Neverthe- 
less, it is alleged that various of the defendants caused 
CMI to fail to disclose known collateral shortfalls with 
respect to the projects through additions to CMI’s 
reserve for losses and to improperly continue to accrue 
interest on the loans secured by the projects. 


In certain instances, according to the complaint, CA, 
Holladay, M.J. Wallace, N.W. Wallace, and Miller 
further attempted to conceal losses in loans to workout 
borrowers through the sham transfers of supposedly 
valuable equity kickers to such borrowers. It is 
alleged that these kickers were in certain instances 
assets which belonged directly to CMI and in others, 
were interests which CMI had an option to acquire for 
nominal consideration. The kickers were, pursuant to 
the transfer, assigned fictitious or unrealistically high 
values for purposes of further securing the workout 
borrowers’ notes to CMI. In one such instance, it is 
alleged that various of the defendants caused the 
formation of a workout borrower known as Sun Mark 
Holding Co. (‘‘Sun Mark’’) to assume the assets and 
liabilities of one of CMI’s major troubled borrowers, 
The Sanwick Corporation (‘‘Sanwick’’). In order to 
conceal a $20 million collateral shortfall in the receiv- 
ables from Sanwick, these defendants caused Sun 
Mark to purchase, for $125,000, two equity kickers. 
One such kicker (Hawaii Loa Ridge) was owned by 
CMI itself; the other (Context Development) was 
owned by another workout borrower of CMI and was 
the subject of an option in favor of CMI for $100,000. 
Pursuant to the transfer, the defendants caused Sun 
Mark to reassign the kickers to CMI, which valued 


them at approximately $15 million for collateral 
purposes. The complaint charges that the kickers 
were not properly utilizable as collateral in that, prior 
to the transfer, they belonged, directly or indirectly, to 
CMI, and that CMI assigned inflated values to the 
kickers for collateral purposes subsequent to the trans- 
fer. It is further charged that none of the facts 
relating to the Sanwick loss, the formation of Sun 
Mark, or the use of equity kickers was disclosed in 
connection with an $85 million debenture exchange 
offer effected by CMI in or about October 1973, one 
month after the consummation of the Sun Mark deal. 


In certain cases, according to the complaint, various of 
the defendants sought to conceal losses in loans to 
work-out borrowers by fraudulently cross-collateraliz- 
ing supposedly valuable real estate assets or notes 
owned by a workout borrower with notes from the 
same borrower which were undersecured. It is alleged 
that the values assigned to these assets were fictitious 
or based on profit projections which were without 
reasonable basis. 


The complaint further charges that, in order to conceal 
the level of nonaccruals in CMI’s portfolio, M.J. 
Wallace, in or about April 1974, made certain misre- 
presentations to one of CMI’s major creditor banks 
concerning the anticipated level. of nonearning assets. 
It is alleged that M.J. Wallace, Holladay, and others 
subsequently caused CMI to make certain material 
omissions and misrepresentations in materials 
disseminated to the public and filed with the Com- 
mission in order to make information in such materials 
appear consistent with the earlier representations to 
the bank. 


In connection with the advisory fees charged by CA to 
CMI, the complaint alleges that during the years 
1972-74, the fee arrangement yielded almost $30 
million to CA, the majority of which was distributed in 
the form of profits to partnership entities owned by 
Holladay, M.J. Wallace, and N.W. Wallace. 
According to the complaint, these defendants fraudu- 
lently conspired to obtain renewal of the advisory con- 
tract and to maintain and increase the exorbitant level 
of CA’s advisory fee through various false statements 
to and concealment of information from CMI’s non-af- 
filiated trustees and public shareholders concerning, 
among other things, CA’s profit margin, collateral 
shortfalls in CMI’s C&D portfolio, and use of the 
workout borrowers. In addition to injunctive relief, the 
Commission’s complaint requests restitution of all 
monies wrongfully obtained by CA from CMI. 


Price Waterhouse & Co. 


According to the complaint, PW’s reports in connes- 
tion with its audits of CMI’s fiscal 1973 and 1974 
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financial statements were not properly issued in that, 
in each year, contrary to its report, PW did not 
perform its audit in accordance with generally ac- 
cepted auditing standards and CMI’s financial state- 
ments were not presented fairly in accordance with 
generally accepted accounting principles. Specifically, 
it is alleged that in connection with the 1973 audit, PW 
was aware of a number of facts indicating the need for 
thorough inquiry into the adequacy of collateral on a 
significant number of CMI’s loans, including, among 
other things, a material increase in the number of 
loans transferred to workout borrowers and 
conclusions in the prior year audit indicating the need 
to monitor closely certain of CMI’s largest borrowers. 
Notwithstanding these facts, the complaint alleges 
that PW did not require updates of non-current data; 
did not sufficiently analyze or verify the client’s repre- 
sentations concerning the adequacy of security on 
loans selected for analysis; and did not make a sub- 
stantial inquiry into facts and circumstances relating to 
CMI’s use of workout borrowers. The complaint 
further alleges that in or about September 1973, PW 
was apprised of the material collateral shortfall with 
respect to CMI’s loans to The Sanwick Corporation. It 
is alleged that PW accepted the representation of 
senior CMI management that the shortfall would be 
eliminated through the transfer of the Context and, if 
necessary, Hawaii Loa Ridge equity kickers into Sun 
Mark and that PW improperly permitted the continued 
use of its opinion in connection with the fiscal 1973 
financial statements without further inquiry. 


With respect to the audit for fiscal 1974, the complaint 
alleges that PW was aware of certain significant data 
including, among other things, certain developments 
in the real estate and money markets; CMI’s use of 
equity kickers and workout borrowers; the failure of 
such borrowers to meet earlier projections on some 
projects; and CMI’s failure to monitor a number of 


loans on a continuous basis. Notwithstanding these 
facts, it is alleged that PW accepted client represen- 
tations as to collateral value without sufficient 
substantiation; did not make substantial inquiry into 
actual sales and cost experience or the capacity of 
major workout borrowers to complete and sell projects 
they had acquired; and did not secure current data 
relating to loan collateral. The complaint also alleges 
that PW did not require CMI to disclose certain facts 
necessary to a fair presentation of its financial state- 
ments, including the manner in which CMI had used 
certain equity kickers, cross-collateralization and work- 
out borrowers, and that certain of CMI’s collateral 
valuations and continued accrual of interest assumed 
significant improvements relating to the underlying 
projects as to which there was substantial uncertainty. 


The complaint alleges that the review of audit data 
and conclusions with respect to CMI’s fiscal 1973 and 
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1974 financial statements was the responsibility of R. 
W. Faulk, the partner in charge of the CMI en- 
gagement, and M. B. Kearney, the audit manager, 
and that they were responsible for the deficiencies in 
the audits and the resulting reports. T. L. Raleigh, 
Jr., the alternate partner on the engagement was, ac- 
cording to the complaint, consulted on certain issues 
in connection with the fiscal 1974 audit and shares in 
the responsibility for the deficiencies in connection 
with certain issues. 


ll. Settlements with the Commission 


At the time of the filing of the Complaint, it was an- 
nounced that certain individuals and entities who were 
named as defendants in the complaint and/or were the 
subject of the Commission’s nonpublic investigation 
have agreed to settle with the Commission. 


A. Price Waterhouse & Co. 


Without admitting or denying the substantive allega- 
tions of the complaint, PW consented to the entry of 
an injunction against violation of certain of the filing 
and disclosure provisions of the federal securities laws 
in connection with the offer, purchase or sale or 
securities of CMI. R. W. Faulk was ordered by the 
Court to comply with his undertaking not to be in- 
volved until July 20, 1978 in the audit of any public 
company. 


PW also agreed to an undertaking ordered by the 
Court requiring that (1) PW return to CMI’s court-ap- 
pointed Chapter X Receiver $120,000 in audit fees paid 
to PW in connection with the CMI engagements for 
1973 and 1974; (2) Kearney not be involve~ until July 
20, 1978 in the audit of any public company; (3) PW 
review its own audit procedures in specified areas, 
including procedures employed by alternate partners 
(and will review the consultation procedures employed 
by and take any appropriate action with respect to 
Raleigh), implement such additional procedures, if 
any, aS may be reasonably necessary and perform an 
additional review in 1978 and 1979 for the same 
purposes; and (4) a review of PW’s audit practice be 
performed by an independent committee and that PW 
implement any reasonable recommendations resulting 
from such review (see Exhibit A to the Judgment and 
Litigation Release No. 8255). 


B. Other Settlements 


Theodore C. Miller, without admitting or denying the 
substantive allegations of the complaint, consented to 
the entry of a permanent injunction prohibiting 





* provisions of the federal securities laws. 


violations of certain of the filing, disclosure, and proxy 
Miller was 
‘also enjoined until January 1, 1982 from further asso- 
ciation as an officer, director, or employee of any 
public company which is a real estate investment trust 


or is primarily engaged in a substantially similar 
business. 


C. Other Related Proceedings 


Paul N. Conner, who served at various times as Assis- 
tant Treasurer of CMI and Vice President and 
Treasurer of CA, consented to the entry of an Opinion 
and Order pursuant to Rule 2(e) of the Commission’s 
Rules of Practice. See Accounting Series Release No. 
238 (Jan. 16, 1978). 





Litigation Release No. 8258/ January 17, 1978 


U.S. v. E.M. ‘‘Mike’’ Riebold (Western District of 
Missouri, Criminal Action No. 77-00099-01-CR-W-3). 


Ronald S. Reed, United States Attorney for the 
Western District of Missouri and William D. 
Goldsberry, Administrator of the Chicago Regional 
Office of the Securities and Exchange Commission, an- 
nounced that on November 15, 1977, E.M. ‘‘Mike’’ 
Riebold pled guilty to counts of securities fraud and 
wire fraud in connection with the offer and sale of 
securities of Time-Western Corporation. The Court, 
on December 16, 1977, sentenced Riebold to one year 
imprisonment to run consecutively to his previous con- 
viction in Mexico and five years to run concurrently to 
that conviction. In addition, Riebold was required to 
pay back a minimum of 25 percent of the proceeds he 
raised from each investor in Time Western securities. 
Pursuant to the sentence of the Court, an escrow 
account was established in a bank in Kansas and over 
$50,000 was deposited in the escrow account. 


For further information, see Litigation Release No. 
8007 (June 30, 1977). 





Litigation Release No. 8259/ January 18, 1978 


Securities and Exchange Commission v. Exxon Cor- 
poration, et al., Civil Action No. 77-1681 (United 
States District Court for the District of Columbia) 


The Securities and Exchange Commission today an- 
nounced that on January 9, 1978 the Honorable 
Gerhard A. Gesell, United States District Judge for 
the United States District Court for the District of 
Columbia, signed a Judgment Against Defendant 
Vincenzo Cazzaniga (‘‘Cazzaniga’’), by default, en- 
joining Defendant Cazzaniga from further violations of 
Sections 13(a) (reporting) and 14(a)(proxy) of the 
Securities Exchange Act of 1934 (‘‘Exchange Act’’) 
and Rules thereunder. This default judgment was 
signed after Defendant Cazzaniga advised the Court 
that he would not appear or file an Answer or other 
defense to the Commission’s Complaint. 


The Commission’s Complaint in this matter, filed on 
September 27, 1977, alleged, among other things, that 
during the period from at least 1963 and continuing to 
at least 1972, defendants Exxon Corporation and 
Cazzaniga, a former President and Managing Director 
of Esso Italiana, S.p.A, Exxon’s wholly owned 
subsidiary in Italy, and others, directly and indirectly, 
expended at least $55.25 million in Italy as illegal, im- 
proper, noncorporate or unaccountable payments and 
disguised said payments by means of false and im- 
proper accounting and the use of unrecorded bank 
accounts. 


Previously, Defendant Exxon Corporation consented to 
the entry against it of a final judgment of permanent 
injunction, without admitting or denying the 
allegations contained in the Commission’s Complaint, 
enjoining the company from further violatons of Sec- 
tions 13(a) and 14(a) of the Exchange Act and Rules 
thereunder. (For further information see Litigation 
Release No. 8131.) 





Litigation Release No. 8260/ January 18, 1978 


S.E.C. v. SIERRA LIFE INSURANCE COMPANY, et 
al. 


(D.C. Ida., Civil Action No. 78 1016) 


Jack H. Bookey, Administrator of the Seattle Regional 
Office of the Securities and Exchange Commission, 
announced that on January 6, 1977, the Commission 
filed a complaint in the U.S. District Court. of the 
District of Idaho, in Boise, seeking to enjoin Sierra Life 
Insurance Company, Greater Idaho Corporation, Fred 
M. Frazier, Lyle F. Frazier and Robert R. Nunnelley, 
all of Twin Falls, Idaho, National Funding Corporation 
of Santa Ana, California, Powder Mountain Ski Cor- 
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poration of Los Angeles, California, A. Bob Jordan 
and Dalhar Corporation, both of Oklahoma City, 
Oklahoma, Lucile H. McClintock of Pittsfield, Illinois, 
Lyle M. Jones of Hansen, Idaho, Carl D. Ettinger and 
Sandia Life Insurance Company, both of Albuquerque, 
New Mexico, Floyd Calvin Anglin of Burley, Idaho, 
John M. Driggers of Corona del Mar, California, John 
Hadley of San Clemente, California, Rudolph D. Lang 
of Las Vegas, Nevada, and Claude T. Rowe of 
Westminister, Calzornia, from further violations of the 
anti-fraud, reporting, and proxy provisions of the 
federal securities laws. 


The complaint seeks an injunction against further vio- 
lations of Section 17(a) of the Securities Act of 1933 
and Sections 10(b), 13(a), 13(d)(1), 14(a), and 16(a) of 
the Securities Exchange Act of 1934 and Rules 10b-5, 
13a-1, 13a-11, 13a-13, 13d-1, 14a-9, and 16a-1 there- 
under. In addition the complaint seeks disgorgement 
of profits from certain officers and directors of Sierra, 
including the Fraziers, Jones, and McClintock, and 
from others who acted in concert with them in en- 
gaging in fraudulent transactions involving sales of 
Sierra insider stock. 


According to the complaint, the defendants began 
their violative conduct after the Idaho Insurance Com- 
missioner ordered Sierra to divest itself of certain 
assets which did not conform to Idaho insurance code 
requirements. During the negotiations for the sale of 
these assets, which included the stock of Greater 
Idaho Corporation, a 12(g) Exchange Act subsidiary of 
Sierra, the chairman of the board and president of 
Sierra, Fred M. Frazier, and other defendants 
allegedly engineered a premium sale of the Sierra 
directors’ shareholdings of Sierra stock at a price of 
$15 per share to the buyers of Sierra’s Greater Idaho 
stock in December, 1974 concurrently with Sierra’s 
agreement to sell 200,000 original shares of Sierra 
stock to the same buyers at a price of $4.50 per share. 





Litigation Release No. 8261/January 18, 1978 


UNITED STATES v. CARL F. LONG 
(C.D. California, Criminal No. 77-738) 


James E. Rattan, United States Attorney for the 
Southern District of Ohio, Eastern Division and 
William D. Goldsberry, Administrator of the Chicago 
Regional Office and Orazio Sipari, Attorney in Charge 
of the Cleveland Branch Office of the Securities and 
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Exchange Commission, today jointly announce that on 
January 3, 1978, Carl F. Long, Wichita, Kansas, , 
formerly of Fairlawn, Ohio, pleaded guilty to a one- ° 
count information filed the same day charging him 
with the offer and sale of an unregistered security, a 
limited partnership interest in an oil and gas venture. 


On the same date, Long, president of Western 
Exploration, Inc. and Monarch Royalty, Inc., 
Cardington, Ohio, was sentenced by Federal District 
Judge Robert J. Kelleher, Los Angeles, California, to 
probation for five years, on condition that he not 
engage, directly or indirectly, in the offer and sale of 
securities. 


For further information, see Litigaton Release Nos. 
6602, 6684 and 7637. 





Litigation Release No. 8262/ January 19, 1978 


STATE OF ALABAMA vv. 
DONNA G. GRUBBS 
(11th Judicial District, Florence, Alabama Cr. 77-458) 


W.R. MORRIS AND 


Thomas L. Krebs, Director of the Alabama Securities 
Commission Jule B. Greene, Administrator of the 
Atlanta Regional Office of the Securities and Exchange 
Commission, and Laverne Tate, District Attorney, 
Eleventh Judicial District, Florence, Alabama 
announced the indictments of W.R. Morris of 
Lexington, Alabama, and Donna G. Grubbs of 
Florence, Alabama. The indictments charge each of 
the defendants with the sale of unregistered securi- 
ties, sale of securities by an unregistered dealer and 
securities fraud. The charges came as a result of a 
joint investigation by the Alabama Securities 
Commission, the Securities and Exchange Commission 
and the District Attorney’s Office, into the offer and 
sale of common stock in Tennessee Movie Produc- 
tions, Inc., a Tennessee corporation. 


The indictments charge that W.R. Morris, Donna G. 
Grubbs, and others told investors that Tennessee 
Movie Productions, Inc., had obtained film rights on 
the life of Sheriff Bufford Pusser when all such film 
rights on the life of Sheriff Pusser were the exclusive 
property of Bing Crosby Productions, Inc. of Holly- 
wood, California. The indictment further charges that 
investors were told that within a twelve month period 
after the purchase of the shares, they would appre- 





ciate over 2000% when, in fact, there was no reason- 
able basis for making the projections. Each of the 
counts are felonies under the Alabama Securities Act. 
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S.E.C. v. JOHN P. GALANIS, DENNIS TINSKY, 
STEPHEN MYERS, LEO DENSLOW, JEFFREY SIL- 
VERMAN, MARTIN BADER, BARRY SILVERMAN, 
SINALAG, S.A., d/b/a CABLE ENGINEERING & 
CONSULTING, INC., EASTERN CABLE SYSTEMS, 
INC., PCI, INC., MELISSA TRADING COMPANY, 
MYERTIN, INC., MIDLAND ABBEVILLE, INC., MID- 
LAND CABLE SYSTEMS, INC., MIDLAND CABLE 
VISION, INC. 


(United States District Court for the Southern District 
of New York) 
(Civil Action No. 78-0259 (MEL)) 


The Securities and Exchange Commission today an- 
nounced the filing of a Complaint in the United States 
District Court for the Southern District of New York 
against John P. Galanis (‘‘Galanis’’), Dennis Tinsky 
(’Tinsky’’), Stephen Myers (‘‘Myers’’), Leo Denslow 
(‘‘Denslow’’), Jeffrey Silverman (‘‘J. Silverman’’), 
Martin Bader (‘‘Bader’’), Barry Silverman (‘‘B. 
Silverman’’), Sinalag, S.A., d/b/a Cable Engineering 
& Consulting, Inc. (‘‘Sinalag’’), Eastern Cable 
Systems, Inc. (‘‘Eastern’’), PCI, Inc. (‘‘PCI’’), Melissa 
Trading Company (‘‘Melissa’’), Myertin, Inc. 
(‘‘Myertin’’), Midland Abbeville, Inc. (‘‘Midland-A’’), 
Midland Cable System, Inc. (‘‘Midland’’), and 
Midland Cable Vision, Inc. (‘‘Midland CV’’). 


The Complaint alleges that Galanis, Sinalag, Denslow, 
Tinsky, Myers, B. Silverman, Midland, Midland CV, 
Midland-A, Melissa, and Myertin offered to sell and 
sold securities, namely interests in limited partner- 
ships known as Abbeville CATV Associates and 
Canonsburg CATV Associates, which were formed as 
tax shelters to hold assets used in cable television 
systems, through the use and medium of prospectuses 
and otherwise without registration statements being 
filed or in effect as to such securities in violation of the 
registration provisions of the Securities Act. The 
Complaint aiso alleges that Galanis, Sinalag, J. 
Silverman, Bader, Tinsky, Myers, Myertin, Eastern 
and PCI offered to sell and sold securities, namely 
interests in a limited partnership known as Kentucky 
CATV Associates, formed for the same purposes, 


through the use and medium of prospectuses and 
otherwise without a registration statement having 
been filed with the Commission and without a registra- 
tion statement having been filed with the Commission 
and without a registration statement being in effect as 
to such securities in violation of the registration provi- 
sions of the Securities Act. The interests in these 
three limited partnerships were sold to finance 
purchase-sale-lease-back transactions whereby certain 
of the defendants first purchased a cable television 
system from unrelated third parties, sold certain 
assets of the system, including its equipment, to the 
limited partnership and simultaneously leased the 
same equipment back from the partnership. 


The Complaint further alleges that Galanis, Sinalag, 
Denslow, Tinsky, Myers, Myertin, and Melissa 
violated the antifraud provisions of the Securities Act 
and Exchange Act in that they furnished and caused to 
be furnished to purchasers and prospective purchasers 
of limited partnership interests in Abbeville CATV 
Associates offering memoranda prepared by Galanis 
which contained untrue statements of material facts 
and omitted to state material facts concerning, among 
other things, the use of proceeds, the role of Galanis 
and his previous criminal conviction and injunction 
arising from securities laws violations, the corporate 
General Partner, a draft tax opinion letter, and the 
existence of security interests of third parties in the 
partnership’s assets. The Complaint also alleges that 
Galanis, Sinalag, Tinsky, Myers, Myertin, J. Silver- 
man, Bader, Eastern and PCI violated the antifraud 
provisions of the Securities Act and the Exchange Act 
in that they furnished and caused to be furnished to 
purchasers and prospective purchasers of limited 
partnership interests in Kentucky CATV Associates 
offerng memoranda which contained untrue statement 
of material facts and omitted to state material facts 
concerning, among other things, an appraisal of the 
value of the assets of the cable system which were sold 
to the partnership, which appraised valued was ap- 
proximately one-half of the price which the partner- 
ship paid for the assets, and the role of Galanis and 
his previous conviction and injunction. 


The Commission also announced that Tinsky, Myers 
and Myertin consented to the entry of Final 
Judgments of Permanent Injunction and Ancillary 
Relief restraining and enjoining them from further 
violations of the registration and antifraud provisions 
of the Securities Act and the antifraud provisions of 
the Exchange Act and ordering as ancillary relief 
aginst Tinsky, Myers and Myertin that they disclose to 
investors commissions on sales of securities, notify the 
Commission of their involvement in any securities 
offering pursuant to any ciaimed exemption from 
registration requirements of the Securities Act and 
retain experienced securities law counsel in connection 
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with their future securities activities. B. Silverman 
and Midland consented to the entry of a Final Order 
restraining and enjoining them from further violations 
of the registration provisions of the Securities Act and 
ordering as ancillary relief against them that they 
notify the Commission of their involvement in any 
securities offering pursuant to any claimed exemption 
from the registration requirements of the Securities 
Act and use due care in connection with their future 
securities activities. Tinsky, Myers and Myertin con- 
sented to the Final Judgment and B. Silverman and 
Midland consented to the Final Order without 
admitting or denying the allegations of the 
Commission’s Complaint. 
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Release No. 238/ January 16, 1978 


Litigation Release No. 8256/ January 16, 1978 


LITIGATION INVOLVING PRICE WATERHOUSE & 
co. 


SECURITIES AND EXCHANGE COMMISSION v. 
SHELDON L. HART., (U.S.D.C. for the District of 
Columbia, Civil Action No. 78-0065) & 


SECURITIES AND EXCHANGE COMMISSION v. 
CONTINENTAL ADVISORS et al. (U.S.D.C. for the 
District of Columbia, Civil Action No. 78-0066) 


The Securities and Exchange Commission today 
announced the filing of two complaints seeking injunc- 
tive relief against the national accounting firm of Price 
Waterhouse & Co. (‘‘PW’’) and others. Simultaneous 
with the filing of the complaints, the firm consented, 
without admitting or denying the allegations of either 
complaint, to the entry of Final Judgments and Other 
Relief. 


In the Matter of 


NATIONAL TELEPHONE COMPANY, INC. 
(‘‘NATIONAL’’) 
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The Commission today filed a civil injunctive action in 
the United States District Court for the District of ' 
Columbia naming as defendants Sheldon L. Hart, 
former Chairman of the Board of Directors, President 
and Treasurer of National (‘‘Hart’’); Mark |. Lurie 
(‘‘Lurie’’), former in-house counsel to National; John 
W. Phelps (‘‘Phelps’’), former Controller and Chief 
Accounting Officer of National; Donald J. Porter 
(‘‘Porter’’), former Vice-President Finance of Nation- 
al; and PW, National’s independent auditors for the 
fiscal years ended March 31, 1973 through March 31, 
1976. 


The Complaint alleges that the defendants committed 
violations of the anti-fraud and reporting provisions of 
the federal securities laws. All but Hart have agreed 
to settlement in which they have consented to the 
entry of Final Judgments and other relief, without 
admitting or denying the allegations of the 
Commission’s Complaint. 


Hart, Phelps, Lurie and PW are named in connection 
with certain financial statements issued by National 
which are alleged in the Complaint to be materially 
false and misleading. In addition, Hart, Phelps, Lurie 
and Porter are named in connection with materially 
false and misleading optimistic public communications 
which failed to disclose National’s serious financial 
problems during the period prior to its entering bank- 
ruptcy proceedings. 


It is alleged in the Complaint that National was en- 
gaged in designing, installing, leasing and maintain- 
ing telephone equipment systems for commercial 
customers for ‘‘interconnection’’ to telephone lines 
leased from regulated telephone companies, such as 
the Bell System; that National leased its telephone 
systems to customers pursuant to purportedly non- 
cancellable leases for periods ranging from 60 to 125 
months; that National experienced a negative cash 
flow with each new lease lasting well into the lease 
term and was dependent on external financing to 
sustain its operations and growth; and that National 
reported substantial growth in revenues and earnings 
in its publicly-filed financial statements between 1971 
and 1974, with reported revenues increasing from 
$261,000 to $19,329,000 and reported earnings from 
$2,400 to $634,000. It is: further alleged that in July 
1975, National entered proceedings under Chapter XI 
of the Bankruptcy Act, which proceedings were 
converted to proceedings under Chapter X of the 
Bankruptcy Act in Apri!.1976. In 1975, after entering 
Chapter XI proceedings, National reported a 
$10,798,000 loss for the year ended March 31, 1975, 
and restated its 1974 statements with respect to a 
number of matters set forth in the Complaint. 





National’s Financial Statements 


The Complaint alleges that between 1974 and 1975, 
through the efforts of Hart and Phelps, among others, 
National’s revenues, earnings and assets were 
materially overstated in filings with the Commission. 
According to the Complaint, National utilized a 
method of accounting whereby it recognized as sales 
upon the installation of telephone equipment systems 
the present value of the long-term lease payments 
under purportedly noncancellable leases. The use of 
such accounting method is alleged to have been im- 
proper and fraudulent because a substantial portion of 
National’s leases were actually cancellable, and 
because National failed to ascertain whether important 
uncertainties existed with respect to future mainte- 
nance costs. It is alleged that the cancellability 
feature was contained in various written ‘‘addenda’’ 
which were not in National’s master contract file in 
Hartford, Connecticut, and the existence of which was 
not made known to PW. 


The Complaint also alleges that in 1973 and 1974, 
through the efforts of Hart and Phelps, among others, 
National established inadequate allowances for future 
maintenance costs (2% of gross receivables in 1973 
and 3.5% in 1974) and used improperly low interest 
rates (7.5% in 1973 and 8-3/8% in 1974) in discount- 
' ing future lease payments. 


The Complaint further alleges that in 1974, several 
significant accounting practices and policies followed 


by National were changed, including deferral of 
Start-up costs, deferral of costs of equipment given 
away to National customers at new branches, and 
changes of amortization periods for branch pre-open- 
ing costs and transportation equipment acquired 
during 1974. The Complaint further alleges that in 
1974, National deferred certain start-up costs while at 
the same time improperly reporting material revenues 
associated with such costs; that National failed ade- 
quately to disclose certain changes in the application 
of accounting principles in respect to the deferral of 
costs of opening new branches; and that National 
improperly reported revenues from a_ substantial 
portion of $3.9 million in late-year ‘‘installations’’. 


It is further alleaed that in connection with the late 
1974 installations reported as sales in 1974, Lurie 
helped obtain an opinion letter as to the legal status of 
a substantial portion of such installations and that 
such opinion letter was based on a number of stated 
assumptions, some of which Lurie knew to be false or 
incomplete. The Complaint further alleges that the 
opinion letter was furnished to and relied upon in part 
by PW to support the inclusion of such portion of 
installations in 1974 revenues. 


The Complaint also alleges that defendants Hart and 
Phelps caused National materially to overstate gross 
lease value of installations purportedly made in-the 
first three quarters of fiscal 1975 in quarterly reports 
filed with the Commission. 


Price Waterhouse & Co. 


The complaint alleges that PW issued reports on 
National’s financial statements for the fiscal years 
ended March 31, 1973, and March 31, 1974, stating 
that PW had conducted examinations of National’s 
consolidated financial statements in accordance with 
generally accepted auditing standards (‘‘GAAS’’) and 
opining that National’s consolidated financial state- 
ments were fairly presented in conformity with 
generally accepted accounting principles (‘‘GAAP’’) 
consistently applied. The Complaint alleges that in 
certain respects, PW failed to conduct the audits in 
accordance with GAAS and accordingly lacked suffi- 
cient basis to conclude that the financial statements 
were presented in conformity with GAAP. 


The Complaint alleges that PW did not obtain suffi- 
cient competent evidential matter in the course of its 
1973 and 1974 audits to provide an adequate basis for 
concluding that National’s use and application of the 
accounting method it used was appropriate in the cir- 
cumstances and that the computations required by 
that method had been properly made. The Complaint 
does not allege that PW knew of the cancellation 
‘‘addenda’’. It does allege that PW should have 
known that National could not, in the absence of 
historical cost analyses, make reasonably accurate 
estimates of maintenance costs to be incurred with the 
signing of each lease. The Complaint further alleges 
that PW did not perform sufficient tests to corroborate 
management’s representations that maintenance costs 
would be minimal and to determine the reasonable- 
ness of the calculations made by National to arrive at 
provisions for future maintenance under the rental 
contracts, particularly as to maintenance hours, the 
informal labor reporting system, National’s sampling 
of leases and National’s omission of other corporate 
and branch servicing costs. 


The Complaint also alleges that, although PW was 
aware in 1973 and 1974 that National had maintained 
little or no documented credit information concerning 
its lessees, PW failed to gather sufficient competent 
evidential matter to conclude that the interest rates 
National used to discount future lease payments had 
been determined in accordance with Accounting 
Principles Board Opinion No. 21. 


The Complaint also alleges that neither National’s 
fiscal 1974 financial statements nor Price Waterhouse 
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adequately disclosed certain of the changes in applica- 
tion of accounting principles described above. The 
Complaint further alleges that PW should have known 
that the changed accounting practices with respect to 
deferrals of certain start-up costs did not appropriately 
match revenues against the related costs associated 
with those revenues because certain deferred costs, in- 
cluding equipment giveaways, were directly related to 
reported sales and had little or no ascertainable future 
benefits. 


In addition, the Complaint alleges that PW did not 
adequately audit the installations in process at March 
31, 1974, to determine their status and extent of 
completion; and that as a result, PW did not discover 
that National was misrepresenting the extent of 
completion of some of its installations attributed to 
1974. In connection therewith, the Complaint alleges: 
that additional audit steps were required inasmuch as 
the late year installations represented 30% of 
National’s entire 1974 sales; that in relying in part on 
a legal opinion letter PW should have been aware that 
certain factual premises underlying the opinion were 
incorrect; and that PW, while relying in certain 
instances on preliminary orders for telephone service, 
was aware that signed lease agreements (some of 
which could not be located as late as May 1974) 
represented the best indication that a system was 
installed and operational. 


In consenting to the entry of a Final Judgment enjoin- 
ing violations of the cited provisions of the federal 
securities laws in connection with the purchase and 
sale of National’s securities, PW agreed to review a 


number of specified audit areas described in the 
Commission’s Complaint and to adopt such additional 
procedures, if any, as are needed to assure the ade- 
quacy of its audit practices. PW also consented to a 
review by a Committee of the manner in which its 
audit practice is conducted with respect to clients 
whose financial statements are filed with the 
Commission, listed on the Stock Exchange or traded in 
the over-the-counter market. PW has also agreed to a 
follow-up review to assess its implementation of the 
Committee’s recommendations and of any procedures 
adopted by PW pursuant to its own internal review. 
Finally, the Final Judgment agreed to by PW orders it 
to return to National’s Chapter X Trustee $90,000 in 
fees paid to PW in connection with the National 
engagements for 1973 and 1974. 


The Complaint also alleges that Roger Bruttomesso, 
the PW engagement partner on National’s audits for 
fiscal 1973 and 1974, who signed PW’s unqualified 
opinions, and Michael Bright, the audit manager for 
those years, did not direct and review those engage- 
ments with due professional care. Without admitting 
or denying the Commission’s allegations, each has 
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provided a personal undertaking which has been so 
ordered by the Court, that until July 31, 1978, he will 
refrain from involvement in any audit of any public © 
company whose financial statements might reasonably 
be expected to be filed with the Commission. The 
undertaking of Mr. Bright permits him to continue, 
under appropriate supervision, his work on the audits 
of two foreign subsidiaries of registrants. 


(See Litigation Rel. No. 8255) 


IN THE MATTER OF CONTINENTAL 
MORTGAGE INVESTORS (‘‘CMI’’) 


The Commission today filed a civil injunctive action in 
the United States District Court for the District of 
Columbia naming as defendants Continental Advisers 
(‘‘CA’’), a Massachusetts partnership and former 
investment adviser to CMI; Durand A. Holladay 
(‘‘Holladay’’) of Miami, Florida, former Managing 
Trustee of CMI and President of CA; Monte J. Wallace 
(‘‘M.J. Wallace’’) of Chestnut Hill, Massachusetts, 
former Trustee and Chairman of CMI; Neil W. Wallace 
(‘‘N.W. Wallace’’) of Sherborn, Massachusetts, former 
Trustee of CMI and Vice Chairman of CMI; Theodore 
C. Miller (‘‘Miller’’) of Pittsburgh, Pennsylvania, 
former Managing Trustee of CMI and President of CA; 
S. Davidson Herron, Jr. (‘‘Herron’’) of Hillsborough, 
California, former trustee of CMI; and Price Water- 
house & Co. (‘‘PW’’), CMI’s independent auditors 
since approximately 1962. 


According to the complaint, during the period 1972-75, 
CMI was the second largest real estate investment trust 
(‘‘REIT’’) in the nation, with assets exceeding at one 
time $825 million. CMI operated as a short-term 
mortgage trust, investing funds in loans which financed 
the construction and development of a variety of real 
estate projects, particularly in the area of second home, 
condominium, and recreational projects. Between 
1971 and 1974, CMI’s construction and development 
loans more than doubled, increasing from approxi- 
mately $360 million to more than $740 million. During 
this same period, CMI reported substantial earnings in 
each reporting year, including $16.3 million in 1971, 
$18.7 million in 1972, $18.4 million in 1973, and $19.0 
million in 1974. According to the complaint, a sub- 
stantial portion of the income in each year represented 
accrued interest—interest which was not received in 
cash, but was reported as income with the ostensible 
expectation that the amounts would be paid in cash 
when the projects securing the borrowers’ loans 
generated sufficient cash flow. 


In June 1975, CMI reported losses for the fiscal year 
ended March 31, 1975 of $140.2 million, or $6.73 per 
share. In March, 1976, CMI filed for protection under 
Chapter XI of the Bankruptcy Act. 





The Commission’s complaint alleges that at various 

1es from at least as early as the fiscal year ending 
_aarch 31, 1972, defendants CA, Holladay, M.J. 
Wallace, N.W. Wailace, Miller, and Herron caused 
CMI to disseminate materially false and misledading 
financial and other information in connection with 
various annual and quarterly reports, proxy and other 
materials filed with the Commission and disseminated 
to the public. 


In particular, the complaint avers that these defendants 
caused CMI (1) to falsely inflate its earnings in certain 
fiscal years and interim quarters when, according to its 
own analyses, it should have been reporting materially 
lower earnings or substantial losses; (2) to materially 
understate reserves for probable losses and to continue 
to accrue interest on loans upon which no further 
accrual could be justified; (3) to represent that CMI’s 
portfolio was ‘‘broadly diversified’’ and ‘‘con- 
servative’’ when in fact a substantial portion of CMI’s 
loans were concentrated with five or fewer major 
borrowers and represented investments with a high 
degree of risk; (4) to fail to disclose that, from early 
1972 to until mid-1974, CMI was making certain real 
estate loans which involved substantially higher risks 
than loans traditionally underwritten by CMI, all for the 
purpose of increasing reported earnings and assets of 
CMI as well as the advisory fee of CA; (5) to fail to 
‘isclose facts concerning CMI’s use of workout 

orrowers; (6) to represent that CMI qualified as a 
REIT for purposes of the Internal Revenue Code, but to 
fail to disclose that CMI might not continue to so qualify 
as a result of certain business practices, including the 
use of workout borrowers; and (7) to fail to disclose the 
exorbitant profit represented by the advisory fee paid to 
CA by CMI or the fraudulent manner in which the fee 
was negotiated or maintainec. 


The complaint specifically details CMI’s use of workout 
borrowers to conceal a material amount of collateral 
shortfalls in projects securing its receivables. 
According to the complaint, CA, Holladay, M.J. 
Wallace, N.W. Wallace, and Miller arranged for the 
transfer of a number of problem projects to certain 
‘‘workout’’ borrowers, at least some of whom were 
formed at the instance of various of the defendants. The 
complaint charges that the workout borrowers had 
virtually no assets other than projects financed by CMI, 
were totally dependent on CMI to fund current 
operations, and assumed the projects and the notes 
which they secured on a risk-free, non-recourse basis 
without regard to their lack of investment quality. 
According to the complaint, in almost all cases, the 
workout borrowers could not reasonably be expected, 
and were in fact unable, to eliminate the problems 
associated with the projects they acquired. Never- 
‘heless, it is alleged that various of the defendants 
caused CMI to fail to disclose known collateral 
shortfalls with respect to the projects through additions 


to CMI’s reserve for losses and to improperly continue 
to accrue interest on the loans secured by the projects. 


In certain instances, according to the complaint, CA, 
Holladay, M.J. Wallace, N.W. Wallace, and Miller 
further attempted to conceal losses in loans to workout 
borrowers through the sham transfers of supposedly 
valuable equity kickers to such borrowers. It is alleged 
that these kickers were in certain instances assets 
which belonged directly to CMI, and, in others, were 
interests which CMI had an option to acquire for 
nominal consideration. The kickers were, pursuant to 
the transfer, assigned fictitious or unrealistically high 
values for purposes of further securing the workout 
borrowers’ notes to CMI. In one such instance, it is 
alleged that various of the defendants caused the 
formation of a workout borrower known as Sun Mark 
Holding Co. (‘‘Sun Mark’’) to assume the assets and 
liabilities of one of CMI’s major troubled borrowers, 
The Sanwick Corporation (‘‘Sanwick’’). In order to 
conceal a $20 million collateral shortfall in the re- 
ceivables from Sanwick, these defendants caused Sun 
Mark to purchase, for $125,000, two equity kickers. 
One such kicker (Hawaii Loa Ridge) was owned by CMI 
itself; the other (Context Development) was owned by 
another workout borrower of CMI and was the subject 
of an option in favor of CMI for $100,000. Pursuant to 
the transfer, the defendants caused Sun Mark to 
reassign the kickers to CMI, which valued them at 
approximately $15 million for collateral purposes. The 
complaint charges that the kickers were not properly 
utilizable as collateral in that, prior to the transfer, they 
belonged, directly or indirectly to CMI, and that CMI 
assigned inflated values to the kcikers for collateral 
purposes subsequent to the transfer. It is further 
charged that none of the facts relating to the Sanwick 
loss, the formation of Sun Mark, or the use of equity 
kickers was disclosed in connection with an $85 million 
debenture exchange offering effected by CMI in or 
about October 1973, one month after the consummation 
of the Sun Mark deal. 


In certain cases, according to the complaint, various of 
the defendants sought to conceal losses in loans to 
workout borrowers by fraudulently cross-collateralizing 
supposedly valuable real estate assets or notes owned 
by a workout borrower with notes from the same 
borrower which were undersecured. It is alleged that 
the values assigned to these assets were fictitious or 
based on profit projections which were without 
reasonable basis. 


The complaint further charges that, in order to conceal 
the level of nonaccruals in CMI’s portfolio, M.J. 
Wallace, in or about April 1974, made certain mis- 
representations to one of CMI‘s major creditor banks 
concerning the anticipated level of nonearning assets. 
It is alleged that M.J. Wallace, Holladay, and others 
subsequently caused CMI to make certain material 
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omissions and misrepresentations in materials 
disseminated to the public and filed with the Com- 
mission in order to make information in such materials 
appear consistent with the earlier representations to 
the bank. 


Price Waterhouse & Co. 


According to the complaint, PW’s reports in connection 
with its audits of CMI’s fiscal 1973 and 1974 financial 
statements were not properly issued in that, in each 
year, contrary to its report, PW did not perform its 
audit in accordance with generally accepted auditing 
standards and CMI’s financial statements were not 
presented fairly in accordance with generally accepted 
accounting principles. Specifically, it is alleged that in 
connection with the 1973 audit, PW was aware of a 
number of facts indicating the need for thorough 
inquiry into the adequacy of collateral on a significant 
number of CMI’s loans, including, among other things, 
a material increase in the number of loans transferred 
to workout borrowers and conclusions in the prior year 
audit indicating the need to monitor closely certain of 
CMI’s largest borrowers. Notwithstanding these facts, 
the complaint alleges that PW did not require updates 
of non-current data; did not sufficiently analyze or 
verify the client’s representations concerning the 
adequacy of security on loans selected for analysis; and 
did not make a substantial inquiry into facts and 
circumstances relating to CMI’s use of workout 
borrowers. The complaint further alleges that in or 
about September 1973, PW was apprised of the 
material collateral shortfall with respect to CMI’s loans 
to The Sanwick Corporation. It is alleged that PW 
accepted the representations of senior CM! manage- 
ment that the shortfall would be eliminated through the 
transfer of the Context and, if necessary, Hawaii Loa 
Ridge equity kickers into Sun Mark and that PW 
improperly permitted the continued use of its opinion in 
connection with the fiscal 1973 financial statements 
without further inquiry. 


With respect to the audit for the 1974, the complaint 
alleges that PW was aware of certain significant data 
including, among other things, certain developments in 
the real estate and money markets; CMI’s use of equity 
kickers and workout borrowers; the failure of such 
borrowers to meet earlier projections on some projects; 
and CMI’s failure to monitor a number of loans on a 
continuous basis. Notwithstanding these facts, it is 
alleged that PW accepted client representations as to 
collateral value without sufficient substantiation; did 
not make substantial inquiry into actual sales and cost 
experience or the capacity of major workout borrowers 
to complete and sell projects they had acquired; and did 
not secure current data relating to loan collateral. The 
complaint also alleges that PW did not require CMI to 
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disclose certain facts necessary to a fair presentation of 
its financial statements, including the manner in whict 
CMI had used certain equity kickers, cross-collatera: 
ization and workout borrowers, and that certain of 
CMI’s collateral valuations and continued accrual of 
interest assumed significant improvements relating to 
the underlying projects as to which there was 
substantial uncertainty. 


The complaint alleges that the review of audit data and 
conclusions with respect to CMI’s fiscal 1973 and 1974 
financial statements was the responsibility of R. W. 
Faulk, the partner in charge of the CMI engagement, 
and M.B. Kearney, the audit manager, and that they 
were responsible for the deficiencies in the audits and 
the resulting reports. T. L. Raleigh, Jr., the alternate 
partner on the engagement was, according to the 
complaint, consulted on certain issues in connection 
with the fiscal 1974 audit and shares in the 
responsibility for the deficiencies in connection with 
certain issues. 


Without admitting or denying the substantive 
allegations of the complaint, PW consented to the entry 
of an injunction against violation of certain of the filing 
and disclosure provisions of the federal securities laws 
in connection with the offer, purchase or sale of 
securities of CMI. R. W. Faulk was ordered by the 
Court to comply with his undertaking not to be involved 
until July 20, 1978 in the audit of any public company 


PW also agreed to an underatking ordered by the Court 
requiring that (1) PW return to CMI’s court-appointed 
Chapter X Receiver $120,000 in audit fees paid to PW in 
connection with the CMI engagements for 1973 and 
1974; (2) Kearney not be involved until July 20, 1978 in 
the audit of any public company; (3) PW review its own 
audit procedures in specified areas, including 
procedures employed by alternate partners (and will 
review the consultation procedures employed by and 
take any appropriate action with respect to Raleigh), 
implement such additional procedures, if any, as may 
be reasonably necessary and perform an additional 
review in 1978 and 1979 for the same purposes; and (4) 
a review of PW’s audit practice be performed by an 
independent committee and that PW implement any 
reasonable recommendations resulting from such 
review (see Exhibit A to the Judgment and Litigation 
Release No. 8257). 
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STAFF ACCOUNTING BULLETIN 
No. 19/January 13, 1978 


STAFF ACCOUNTING BULLETIN No. 19 
AGENCY: Securities and Exchange Commission. 
ACTION: Publication of Staff Accounting Bulletin. 


SUMMARY: This interpretation describes the 
disclosure believed appropriate by the Commission 
staff in the notes to financial statements concerning 
expected future costs of storing spent nuclear fuel and 
of decommissioning nuclear electric generating plants. 


EFFECTIVE DATE: January 13, 1978 


FOR FURTHER INFORMATION CONTACT: Lawrence 
J. Bloch, Office of the Chief Accountant, 

Securities and Exchange Commission 

500 North Capitol Street, 

Washington, D.C. 20549 

(212) 755-1182. 


SUPPLEMENTARY INFORMATION: 


The statements in Staff Accounting Bulletins are not 
rules or interpretations of the Commission nor are they 
published as bearing the Commission’s official 
approval; they represent interpretations and practices 
followed by the Division of Corporation Finance and 


Office of the Chief Accountant in administering the 
disclosure requirements of the Federal securities laws. 


George A. Fitzsimmons 
Secretary 


STAFF ACCOUNTING BULLETIN NO. 19 


The staff hereby adds Topic 10J regarding disclosure of 
estimated future costs related to storing spent nuclear 
fuel and to decommissioning nuclear electric 
generating plants. 


TOPIC 10: MISCELLANEOUS DISCLOSURE. 


* * * * * 


J. ESTIMATED FUTURE COSTS RELATED TO 
SPENT NUCLEAR FUEL AND NUCLEAR ELECTRIC 
GENERATING PLANTS. 


* * 


FACTS: 


Utility companies with nuclear electric generating 
plants have amortized nuclear fuel cost to expense on 
the basis of the quantity of heat produced for the 
generation of electric energy. In computing the periodic 
amortization of the nuclear fuel cost a net residual 
salvage value has been generally assumed that is 
predicated on the reprocessing of spent nuclear fuel to 
recover the unused uranium and plutonium. No facility 
is presently in operation or can be made operable to 
process spent nuclear fuel. Consequently, reprocessing 
cannot be presently accomplished, and it may be 
necessary to store spent nuclear fuel for an indefinite 
period. 


In determining depreciation rates for nuclear 
generating plants the costs of dismantling or 
decontaminating a plant at the end of its useful life 
have generally not been considered. Such costs now 
appear to be substantial. 


QUESTION: 


What disclosure should be made concerning the 
estimated future costs of storing spent nuclear fuel and 
decommissioning nuclear generating plants? 


INTERPRETATIVE RESPONSE: 


With regard to both the storing of spent nuclear fuel 
and decommissioning of nuclear generating plants it 
appears that costs will be incurred. It may not be 
possible to reasonably estimate these costs when 
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financial statements are prepared. 


A note to the financial statements should describe the 
consideration given to the estimated future storage or 
disposal costs for spent fuel in amortizing the cost of 
nuclear fuel. If the amortization of nuclear fuel in prior 
years recognized a net residual salvage value, the note 
should disclose whether the residual salvage value was 
subsequently eliminated or is to be eliminated by a 
charge to current operations or otherwise. 


Also disclose whether (1) estimated future storage or 
disposal costs and (2) residual salvage value recognized 


in prior years and now being written off are being 
recovered through a fuel adjustment clause or if it ’ 
expected that provision will be made for such costs 
applications to regulatory commission for rate 
increases. 


A note should also disclose the estimated costs of dis- 
mantling or decontaminating nuclear generating plants 
and whether provision for these costs is being made in 
current operations and recognized in service rates. If 
such expected costs are not being currently provided 
for, disclose the reasons for omitting the costs and the 
potential impact on the financial statements. 
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